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Editorial Comment 


Some months ago we commented that the 
Post-war-itis flood of post-war plans was becoming a 
deluge, and now it is evident that the 
public is getting tired of the subject. This apathy leads too 
easily to reaction—which is worse than no planning at all. 
One of the errors was, that we took up post-war planning 
as if it was a brilliant new idea, whereas there is nothing 
in it that is fundamentally different from any other kind 
of planning. The world has never made a fresh start, at 
least as far as human knowledge goes, so that all plans are 
little more than efforts to adapt existing institutions and 
practices to changing ideals or standards. And a casual 
survey of the new post-war literature does reveal this com- 
mon weakness—they practically all promise something or 
other, provided that everybody else does so and so, but 
the provisos tend to be more conspicuous than the meat. 
For example, the number of schemes for disbursing the na- 
tional income are legion, but who has yet solved the ques- 
tion of how the national income is to be produced without 
any personal advantage to the producer? 
We started our post-war planning in a big way with 
that idealist constitution—the Atlantic Charter—but Dor- 
othy Thompson says that, in the face of practical problems, 
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it has already been abandoned. Dr. F. C. James, principal 
of McGill University and former chairman of the National 
Committee on Reconstruction, said in a recent address: 
“Reconstruction has been going on as a process since 1919, 
and has been in many aspects a dismal failure .... The 
ideals of the Treaty of Versailles, of the Brussels interna- 
tional conference of 1922, and the Genoa international con- 
ference of 1923, were just as splendid as anything ex- 
pressed by anybody at this time.” He is further reported 
as adding that there is no guarantee that nations and 
individuals will do any better than they did after the first 
great war. Hugh A. Mackenzie, an industrialist of London, 
Ontario, and for some time in the Dominion government 
service, describes post-war plans as “bright and shining 
generalities”. 


One of the accepted requisites of post-war 
National life is employment for everybody, yet very 
Selective few people have computed the price which 
Service will be demanded for this privilege. We 
already have, in “national selective service”, 
the very machinery through which this policy may be effect- 
ed. The broad plan is that every worker who becomes unem- 
ployed must report to the service within a specified time; 
if work is not available then in due course he becomes en- 
titled to unemployment insurance; this itself is of limited 
duration, but if work were still not available, no doubt some 
other form of social assistance would follow. The irony of 
course is that no sooner do we get an unemployment in- 
surance scheme in operation than we abandon all thought 
of mass unemployment on any terms. But let us suppose 
that, in the absence of plumbing work, a plumber is offered 
a pick and shovel job, which he declines to accept. Then 
does he still get his unemployment insurance or other social 
benefits? 

One answer is no. But in that event what social agency, 
short of a concentration camp, will sustain him in that 
minimum standard of living which all are supposed to en- 
joy? If on the other hand, the answer is yes, how then will 
the government planners provide work to exactly suit the 
demands of the applicants? The almost inevitable result 
would be mere work-creating projects—the abandoned 
“new deal” philosophy with no check on the value of the 


200 














EDITORIALS 


work performed. The demand for the nicer and better paid 
jobs would be out of all proportion to the supply. The 
solution may be in those very significant words—national 
selective service. And a hitch-hiking workman, to whom 
your investigator put this question as the price of the ride, 
interpreted it by saying that people would just have to 
do as they were told. Only his expression was cruder, in 
fact unquotable. 


One of the tax collector’s toughest assignments 
Payment _ is income in kind—that is, the receipt of bene- 
in Kind fits in merchandise, or service, or any other 

form not actually valued in dollars and cents. 
He can attempt to value each item individually, but 
that becomes an endless task which tends to wind up ad 
absurdum. He can draft rules to cover common occur- 
rences—room and board for instance—but that is a crude 
procedure, since no two are alike. As a rule, he has the 
good sense to look the other way. There are few people 
in Canada who do not, in the course of a year, receive and 
also disburse payment in kind. 

The income tax administration finds it difficult to fully 
assess the farmer. It does not even hope to do so, by 
itself. If by any chance we ever arrive at state socialism, 
there might be a record for every farmer so complete as 
to reveal every detail—but that would be a process of con- 
trol rather than of assessment. Meanwhile we seek to 
maintain a rough sort of balance, to compensate the urban- 
ite for his income tax burden, by keeping farm prices a 
little behind wages when the trend is upward, but by letting 
them take the lead on the downgrade. 

Then there is the suburbanite’s kitchen-garden. Every 
evening that he works overtime in the city, he splits with 
the tax collector. But he can produce vegetables, or apples, 
or chickens, without attracting the attention of income tax, 
— that he is not brazen enough to make a business 
of it. 

Probably the most widespread discrimination, found in 
both city and country, is between the owner and the tenant. 
A residence is the most common illustration. Of course 
there are property taxes, but these are bound, in the long 
run, to appear in the rental value. The owner makes his 
investment, and enjoys the rental value tax free. The ten- 
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ant, on the other hand, must produce the money from some 
other source, subject to income tax. The same principle 
spreads through the field of sub-letting. Many astute ten- 
ants enjoying long term leases on large premises have man- 
aged, in these years of housing shortage, to sub-let enough 
space to have their own quarters free of cost. Naturally 
there is a dividing line, a point where income becomes tax- 
able. But from the tax collector’s viewpoint, such facts 
are elusive. 

The rapid increase in tax rates to high levels has em- 
phasized this problem. When people discover that they 
have to pay thirty per cent or forty per cent on their 
income-in-cash, they begin to value their income-in-kind, 
which in the past perhaps seemed to be only trifling. There 
is some complaint by Dominion officers over service rebates 
by public utilities—a practice which saves the consumer an 
eight per cent tax as well as providing an income benefit. 
The status of co-operatives, which rebate to their members 
any surplus over cost, has not yet been defined in respect 
to taxation. To sum up, there are quite appreciable effects, 
in the way of barter and negotiation, due to the tax rates 


in force today. They emphasize the practical limits of any 
mode or system of taxation. 


From accounting to architecture is a far cry, 
Basic and it is only because Gypsum, Lime and 
Economics Alabastine, Canada Limited has been kind 

enough to send a copy of its house organ 
along with its annual report, and this particular copy hap- 
pens to contain an editorial reprinted from the “Architec- 
tural Record”, that we have obtained an excellent illustra- 
tion of fresh approach to a post-war problem. The editorial 
is entitled “The House of the Future”, but its chief merit 
seems to be its emphasis on the things that do not change, 
rather than guesses about possible innovations. True, 
there is a suggestion that the makeshift basement storage 
of the past may be curtailed, that wall and window adjust- 
ments will control light, heat, air and vision, and that you 
can talk politely rather than noisily from one room of the 
house to another. Those, however, are mere accessories. 
The essentials will be the same as before. Thus, “the house 
of the future will have rooms... . most houses will have 
foundations . . . . the house-of-the-future will have floors, 
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walls, ceilings, partitions and roofs .. . . the house-of-the- 
future will still be a house”. That, we submit, is basic 
thinking. 

May we not likewise keep our feet on the ground in our 
economic thinking? For instance, is it going too far to 
suggest that there still must be ploughing, and sowing, and 
reaping, and mowing, and cows to milk at break of dsy? 
Let us call it work, or production if we like, but iet us not 
dwell too much upon the “national income” as something 
that just happens, that can be statistically created by Ot- 
tawa, and that can be distributed before it is earned. 


In our February issue we published a 
Accounts of statement of the Institute of Chartered 
Subsidiaries Accountants in England and Wales con- 

cerning the use of the terms “reserves” 
and “provisions” which was the sixth in its series of Recom- 
mendations on Accounting Principles. A further state- 
ment in this series has been recently issued, this one dealing 
with “disclosure of the financial position and results of 
subsidiary companies in the accounts of holding com- 
panies.” The recommendation ‘is reprinted in this issue 
and deserves the serious attention of Canadian accountants. 
Because of differing terminology and legislative back- 
ground, it is not always easy to apply the criteria of other 
accounting bodies to the problems which beset Canadian 
accountants. In this case, however, the statement of the 
English Institute applies to a problem which is common to 
accountants the world over. It is gratifying to note that 
Canadian accounting practice in most cases would appear 
to meet the high standard set by these recommendations. 


This issue contains the first of a series of five 
Articles on articles written by the Secretary-Treasurer of 
“Money” the Association on the general subject of 

“Money”. The others will appear in successive 
issues. The subject is one which is a basic part of any 
course of lectures in Economics and is also one which the 
erstwhile student, who does not continue his studies in that 
direction, is apt to forget. It is useful for all to revert 
occasionally to fundamentals and for that reason the Edi- 
torial Committee recommends this series to our readers. 
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Problems Of Professional Advancement 
By Victor H. Stempf, C.P.A. 


President, American Institute of Accountants 


(An address at a meeting of the Institute of Chartered 
Accountants of Ontario, March 3, 1944) 


“I do not know that any art practised among men is come up 
to a positive ne plus ultra, but that of Accounting; .... although 
useful beyond any, .... yet in rule and method so contracted and 
circumscribed, that without fault nothing can be rescinded from, or 
added to it.” (North 1714.) 
eS truth there may have been in this wild 

statement two centuries ago, no one of us slackens 
under such self-complacent illusions today. 

We in the U.S.A. have enough problems of our own, 
without meddling in those of the profession in Canada, but 
we do take comfort in occasional inquiry and comparison. 
While it would be bold to assume that accountants of both 
Canada and the United States face the same problems, ex- 
perience leads one to believe that the problems of the two 
countries are similar, though there may be some distinct 
differences. 

Historical Background 

Common Ground—Essentially, our traditions stem from 
the same seed so soundly husbanded in Great Britain. You 
in Canada, perhaps, enjoyed the earlier acceptance accorded 
a profession transplanted within the bounds of one great 
commonwealth, while in the U.S.A. accountants started 
from scratch, and were obliged to dispel the natural skep- 
ticism which attends the establishment of any new pro- 
fession. In all cases, the humbler beginnings of detailed 
checking against inaccuracy and fraud evolved into what 
is today the primary function served by independent ac- 
countants, namely, that of expressing competent opinions 
as to the fairness of financial representations made by 
others. 


Practice in the U.S.A.—With the introduction of taxes 
based on income, in the United States, the professional ac- 
countant became the principal tax consultant of business. 
In recent years, too, the accountant has become an inter- 
mediary between business and the government agencies 
which regulate business, a channel through which these 
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agencies obtain credible information required as a basis for 
regulation. As the importance and acceptance of their 
work has grown, public accountants, as a group, have 
greatly influenced the standards of corporate financial re- 
porting and the development of accounting principles on 
which regulation and taxation are based. 


With rather startling speed, accounting has become a 
potent social force in the interpretation, direction, and con- 
trol of our evolving national economy. Increased reliance 
upon accountants has naturally increased the responsibili- 
ties and stature of the profession. 


Professional Basis—In the United States there is no 
doubt that the independent certified public accountant’s rise 
to prominence and influence has been due principally to the 
fact that he has clung to the professional-idea. Thirty or 
forty years ago, there was much argument as to whether 
accounting was a profession or a business. Had the latter 
idea prevailed, had public accounting practice become merely 
the sale of technical skills and services, we should never 
have risen to the place of responsibility which compels us 
to face the grave problems confronting us today. We should 
simply have operated at a lower level, and perhaps have 
been sublimely unconscious of the difficulties with which 
we now have to deal. 


The professional basis has brought us enviable distinc- 
tion; it has also brought us many headaches; but none of 
us would trade our present troubles for a life of ease and 
obscurity. Our personnel is now very largely college-trained. 
We have professed to render a service involving a high 
degree of technical skill and judgment predicated upon 
tenets of independence, competence, and integrity. We have 
accepted a responsibility to the public which has vested 
our opinions with a dignity and corroborative value apart 
from and in addition to the representations of those whose 
accounts are examined, 


Pending Professional Problems 


What are the problems which challenge us now? These 
are legion! Fundamentally, auditing and the expression 
of related opinions are our principal functions. 


Bureaucratic Audits—The question has been raised but 
not answered, whether each regulatory agency of the gov- 
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ernment should, on its own account, audit business enter- 
prises in a manner deemed by it to be best suited to find 
out what it wants to know. The Interstate Commerce 
Commission has always proceeded on that basis. With rare 
exceptions, the Securities and Exchange Commission has 
relied upon reports of independent certified public account- 
ants, but there have been occasional reminders that it has 
the right to withdraw reliance upon such reports, to receive 
unaudited reports, and to extend investigations conducted 
by its own staff. It seems clear that it is definitely in the 
public interest that such examinations be conducted by un- 
biased independent auditors rather than by bureaucratic 
examiners. We are co-operating closely with the S.E.C. 
with a determination to intercept any pronounced shift in 
existing administration. Again, courts and juries attempt 
to place on the professional auditor the onus of insurer 
or guarantor of the accuracy of accounts—a role he rejects 
emphatically. 


Relations with the Bar—In the field of taxation, the 
public accountant has taken the burden of advising clients 
concerning taxable income, reviewing returns, and in some 
cases preparing them wholly for discussion and approval 
by the taxpayer, and ultimately conferring with govern- 
ment officials respecting their acceptance. The legal pro- 
fession has raised the question whether these activities 
constitute the unauthorized practice of law. Law and ac- 
counting are almost inseparable in taxation. Where one 
profession should quit and the other begin is a difficult 
question. The American Institute of Accountants has met 
this challenge, firmly, and is co-operating closely with the 
American Bar Association. Recent indications seem to as- 
sure that these problems will be resolved amicably. As 
a matter of fact, the prevailing practice in the U.S.A., par- 
ticularly in the more important cases, is to arrange for 
accounting and legal collaboration. When cases reach the 
stage where a formal record is to be made, that may be- 
come the subject of court action, accountants generally 
urge the engagement of counsel to co-operate in the case 
to assure that a technically sound legal foundation is estab- 
lished to protect the client’s interests. 


The Tax Court—The United States Tax Court, which is 
a quasi-judicial body, recently adopted a rule requiring 
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certified public accountants in the future to pass an exam- — 
ination for admission to practice before the court, whereas 
lawyers admitted to practice before the supreme courts of 
their own states or of the United States are exempt. Form- 
erly, certified public accountants and lawyers were admitted 
without examination. This change was a peculiar accident 
of administration which resulted from legislation which 
really intended to broaden rather than narrow the right 
of practice before the court. We sense that members of 
congress who sponsored the change are considerably aroused 
about the turn of events and we hope that in due course 
corrective legislation will be introduced. Naturally, we 
shall continue to press the issue. 


Other Accounting Organizations—Strong groups of 
highly competent industrial accountants, notably the Na- 
tional Association of Cost Accountants, the Controllers’ 
Institute, and the Institute of Internal Auditors, as well as 
outstanding collegiate instructors in accounting who are 
banded together in the American Accounting Association, 
are becoming increasingly influential. 


These bodies all issue accounting pronouncements. In 
the industrial groups, the publications deal largely with 
practical operating problems which, naturally, involve the 
application of accounting principles, but which do not deal 
with such principles in an abstract sense. The American 
Accounting Association, on the other hand, issued a tenta- 
tive statement of accounting principles in 1936, followed 
by a revision in 1941, both of which were valuable and 
provocative contributions to the literature of accountancy, 
although both contained some postulates which lack auth- 
oritative support in existing practice. All of these activi- 
ties and particularly those of the American Accounting As- 
sociation have unfortunately been viewed with alarm by 
some members of the institute as a potential threat to the 
dominant authority of the institute in these matters. 


However, these so-called threats should be viewed rather 
as a stimulating challenge. Orderly and sound evolution 
and growth of accounting thought can be accelerated ap- 
preciably by co-operative exchange of views between these 
three general groups of accountants. Each of these groups 
serves a distinctly different function. 

The academic group are charged with the responsibility 
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of educating our accountants of the future concerning not 
only things as they are but as they ought to be. These 
men are in an enviable position to conduct deliberate, ex- 
haustive, and utterly unbiased research. One would reason- 
ably expect them to be in the vanguard of new proposals, 
the practicability of which must be reasonably assured be- 
fore general acceptance can be established. 


The industrial group comprises those accountants who 
have their noses constantly on the grindstone of practical 
operations; they must shoulder the primary responsibility 
of financial representations; they contribute much in the 
development of the practical application of generally ac- 
cepted accounting principles. 


The accountants in public practice constantly stake their 
reputations upon the expression of opinions concerning the 
fairness of representations made by others. Such opinions 
to be competent must be based upon adequate examinations 
conducted pursuant to generally accepted auditing stand- 
ards, coupled with assurance that related financial state- 
ments have been prepared in accordance with generally 
accepted accounting principles consistently applied. 

The functions of these three groups should synchronize 
but not impinge. By deliberate and sympathetic co-opera- 
tion, the integrity of each has been maintained for the 
common good. It will require studied and persistent co- 
operation to keep this finely balanced machinery function- 
ing as it should. 


Independence—Recent opinions of the Securities and Ex- 
change Commission seem to challenge the independence of 
certified public accountants, for purposes of expressing opin- 
ions on financial statements filed with the commission, if 
the accountant has been closely associated with the man- 
agement of an enterprise as an adviser on accounting pol 
icies, or has participated extensively in interpreting trans- 
actions and in devising related entries in the books of 
account, or if he has acted for the company in a manner 
considered that of an advocate, as in arguing tax matters 
before the Bureau of Internal Revenue, 

The American Institute of Accountants does not accept 
this point of view. It insists that the professional account- 
ant, whose reputation for integrity and objectivity is his 
principal stock in trade, can be and is independent in ex- 
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pressing his opinion regardless of other services performed. 
The published rule of the S.E.C. has been modified in form 
to provide that, in determining whether in fact an account- 
ant is independent with respect to a particular registrant, 
the commission will give appropriate consideration to all 
relevant circumstances, including evidence bearing on all 
relationships between the accountant and the registrant. 


There have been other attacks on the independence of 
professional public accountants, regarded as of gravest im- 
portance because independence is viewed as the very key- 
stone of our professional capacity. A senator recently 
questioned whether professional accountants may properly 
act on behalf of the government as independent auditors 
in reviewing claims submitted by companies among whom 
their own clients may be found. A congressional committee 
raised the question whether price adjustment boards were 
justified in accepting financial statements certified by profes- 
sional public accountants retained by the contractors them- 
selves. In both of these instances, the situation was prompt- 
ly rebutted by correspondence and interviews, and in the 
latter case the final report of the committee was satisfac- 
torily revised. Although there has been a good deal of 
reliance upon certified public accountants by government 
procurement agencies, these agencies have organized large 
staffs of auditors to conduct detailed checking to determine 
allowable costs under war contracts, particularly of the cost- 
plus-fixed fee type. We should have preferred far less of 
the latter, but compared with conditions which prevailed 
during and after the last war, the form of accounting and 
auditing organization and procedures employed by the war 
and navy departments have been lifted literally from the 
plane of archaic, bureaucratic futility to levels approaching 
our most modern methods in commerce and industry. Re- 
ports of certified public accountants have been utilized ex- 
tensively, and“have short-cut the work done by the govern- 
ment auditors. This is particularly true in the field of re- 
negotiation of war contracts, where there have been prac- 
tically no field audits, and statements certified by members 
of the profession have been accepted as a basis for the 
proceedings. 


However, there has been no official recognition of the 
acceptability of the reports of certified public accountants 


ApriL 1944. 209 





THE CANADIAN CHARTERED ACCOUNTANT 


comparable to that accorded Canadian accountants respect- 
ing the T-2 questionnaire concerning taxable income. Re- 
alizing full well the heavy responsibility assumed by the 
profession in Canada in respect of these T-2 reports, the 
recognition of professional competence and integrity which 
came with it seems invaluable. 


Development of Accounting Principles—The leadership 
of the accounting profession in setting the standards in 
accounting has been challenged to some extent by the regu- 
latory agencies of the government. The Securities and 
Exchange Commission, the Federal Power Commission, and 
the Treasury, as well as the courts which review their cases, 
frequently hand down decisions enunciating so-called ac- 
counting principles, which the profession does not regard 
as generally acceptable. Our work of formulating high 
standards which can be generally applied is greatly com- 
plicated by these intrusions. 


The American Institute of Accountants is engaged in a 
vigorous campaign to bring official decisions on accounting 
into line with the best thought of those who make account- 
ing their profession. 


In a recent utility case before the U.S. Supreme Court, 
the institute filed a brief as friend of the court. The Federal 
Power Commission having declared it necessary for the 
company to eliminate from its capital investment accounts 
a large amount of “aboriginal” water, found itself in a 
quandary as to how the elimination should be handled. An 
immediate write-off would have impaired surplus. As a 
matter affecting the public interest, let us say, the com- 
mission did not want to jeopardize the continued payment 
of preferred dividends. It, therefore, devised the remark- 
able ruling that sound accounting practice requires that the 
water should be eliminated by annual charges against cur- 
rent operations to the extent that such annual earnings 
exceed the preferred dividend requirements. 

If, as an expedient of social reform, the commission 
wants to issue such a ruling, the profession has no voice 
in the matter; but when the commission disguises its mo- 
tive on the brazen pretense that the ruling follows sound 
accounting, the profession cannot remain silent. 

The Supreme Court sustained the commission, saying: 
“Although as suggested in a brief filed by the American 
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Institute of Accountants the commission’s prescribed meth- 
od of eliminating the write-up may not agree with the 
best accounting practice, it is sustained by expert evidence. 
It is not for us to determine what is the better practice so 
long as the commission has not plainly adopted an obviously 
arbitrary plan.” It is apparent that the Supreme Court did 
not consider the commission’s plan “obviously arbitrary,” 
and it should be noted that the testimony to which they 
refer is that of the commission’s own experts. 


While the decision of the Supreme Court is disappoint- 
ing to the profession, it is a mile post in institute history 
marking the first formal recognition of the institute by the 
Supreme Court as an authoritative body. 


Unfortunately there is now precedent in the law of the 
land which condones this absurd distortion of sound ac- 
counting. : 


Nevertheless, we are confident that our appearance in 
the matter will constrain the commissions to stop, look, and 
listen, henceforth; and we shall continue to appear in ap- 
propriate cases. 


The accounting research bulletins issued by our com- 
mittee on accounting procedure have done much to main- 
tain our leadership in the field of development of accounting 
principles. It is difficult, even for a government agency, to 
challenge successfully the considered opinions of a body 
which must be regarded as the most expert within its own 
field. 


Representatives of the institute recently testified before 
the committee on depreciation of the National Association 
of Railroad and Utilities Commissions on the proposed re- 
port on depreciation which may enter into the regulation 
of public utilities throughout the country. The institute’s 
views on the report were most seriously noted, and con- 
sideration is now being given to them. 


Root of Difficulties—The impression should not be had 
that the accounting profession in the United States is badly 
battered or that it is fighting for its existence against heavy 
odds. Actually, we are doing very well, and hope to do 
much better. The fact is that we try to interpret the signs 
of the times in an attempt to discern adverse influences, 
and then go out to meet them squarely before they are close 
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to our door. Perhaps many of these challenges are more 
incipient than real; some of them may be purely transitory. 


We have built soundly, and do not intend to be shaken 
from our base. Nor are we aggressive or quarrelsome in 
looking for trouble; what we hope to be able to do is to 
recognize remote troubles before the tide of events casts 
them up on our shore. 

The root of most of our problems of professional ad- 
vancement lies in the lack of public understanding of ac- 
counting and accountants. The rise of the profession in 
the U.S.A. has been so rapid, and we are yet such a rela- 
tively small group, that the vast population of our country 
has not had the opportunity to learn much about who we 
are and what we do. Most people have a vague notion that 
accounting is an art involving the accurate use of figures. 
To the average man, figures are fearful things, and any art 
which uses them is somewhat repugnant. He is likely to 
think of the accountant as a routine worker, a dull, unin- 
spired fellow who enjoys entering figures in columns—which 
no red-blooded, intelligent, adventurous man would do. 


This confused and uninformed attitude carries over into 
the legislatures of our states, into our national congress, 
into the courts, into juries, and into regulatory bodies. 
Neither the public nor its law-makers seem fully aware of 
the importance of accounting and financial statements in 
the formation of policies of greatest significance to the 
nation. Nor do they apprehend the far-reaching influence 
of accounting rules and decisions upon business transac- 
tions, the payment of dividends, the scale of wages, the 
liability for taxes, and myriad other impacts of accounting 
upon the lives of all people. 


This uninformed indifference of the general public and 
of those who represent it endangers the public interest and 
threatens the profession. Without premeditation, it might 
permit enactment of legislation which would weaken and 
perhaps obliterate some of the most useful functions served 
by the professional accountant. Therefore, we have at- 
tempted by all the means at our command to bring informa- 
tion about accounting to more of our people through the 
press, over the radio, by means of the distribution of 
pamphlets specially written for laymen, through communi- 
cations with government officers, members of congress, 
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judges, and other influential persons, and through a wider 
distribution of “The Journal of Accountancy” which now 
enjoys a subscription list of some 13,000 names in addition 
to the 7,500 members of the institute. The field of public 
relations is most interesting and complex. We have entered 
it in the most modest way; our efforts have brought en- 
couraging success, and we intend to follow with all possible 
energy the course we have charted. 


Strengthening the Profession—At the same time we are 
conscious of the need for keeping our own house in order. 
To keep the personnel of the profession at the highest pos- 
sible level, we are actively encouraging improvement in 
accounting education in the universities. A five-year pro- 
ject is now under way designed to develop aptitude and 
achievement tests which may afford guidance in appraising 
the qualifications of young men seeking to enter the pro- 
fession, and to encourage those who have such qualifica- 
tions. This research is under authoritative professional 
guidance and will entail the co-operation of several large 
universities. There is considerable demand for the estab- 
lishment of separate professional schools of accounting so 
as to remove accounting instruction from the usual curri- 
culum as merely one of a number of technical skills useful 
in business. We have established additional prizes and 
awards to encourage research and writings by members 
of the profession. We are endeavouring to encourage our 
members to take a more active position in public affairs. 
We continue to maintain strict and equitable enforcement 
of our rules of professional conduct, and to devote more 
and more effort to the promulgation of adequate examina- 
tions for the C.P.A. certificates in the several states of the 
union. 


We believe that we are entering an age in which the op- 
portunities for constructive service by professional account- 
ants are destined to increase beyond our fondest expecta- 
tions. 


Present Activities 


For the past two years, the active work of the institute’s 
technical committees has been geared to the area of war 
activities. This we shall continue for the duration. These 
committees have worked diligently in co-operation with the 
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procurement and fiscal branches of the armed services and 
other war agencies, and have had an active part in shaping 
policies and administration. These activities parallel your 
own. 


As in your case, also, in addition to the many members 
of the profession in the fighting forces, many more occupy 
responsible positions as civilians or as officers of the army 
and navy in the procurement, fiscal, audit, and other 
branches of the government. Despite the manpower short- 
age, the remaining men in practice are carrying on re- 
sourcefully and efficiently. 


Courage and competence are essential on both the battle- 
field and home front to speed a certain victory, and to assure 
a prompt and healthy resumption of civilian enterprise. 
It is to this end that the war is being fought. No less 
important is our special task to maintain the stature and 
honour of the profession; to keep faith with our fellow 
members who have put aside the pen to wear the sword. 
May the grim battle come to an early conclusion, and may 
our fellow members, sons, and brothers on the far-flung 
front return to us sound of mind and limb to resume their 


places by our side. 


TABLE OF EXCHANGE RATES 
(Kindly supplied by The Canadian Bank of Commerce, Toronto) 


29th 15th 
February March 
1944 "1944 
U.S. Dollars 10-11% P. 10-11% P. 
Sterling 443-447 
Australian Pounds 
New Zealand Pounds 
South African Pounds 
British West Indies—Dollars 
India—Rupees 
Hong Kong—Dollars (Custodian rate) 2781 
Straits Settlements—Dollars (Custodian rate) 5226 
Sweden—Kronor 
Switzerland—Francs 


Note: The above currencies are expressed as follows: Pound cur- 
rencies—Canadian cents per unit; Continental currencies and sundry 
British Empire—Canadian cents per 100 units. 
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Subsidiary Companies 


HE Council of the Institute of Chartered Accountants in 

England and Wales, in No. 7 of its series of recommen- 
dations on certain aspects of the accounts of companies 
engaged in industrial and commercial enterprises, deals 
with “Disclosure of the Financial Position and Results of 
Subsidiary Companies in the Accounts of Holding Com- 
panies”. “Whilst it is recognized”, says the Council, “that 
the form in which accounts are submitted to shareholders 
is (subject to compliance with the Companies Act) a mat- 
ter within the discretion of directors, it is hoped that this 
recommendation will be helpful to members in advising, in 
appropriate cases, as to what is regarded as the best prac- 
tice.’ The recommendation is as follows: 


“Where a company holds a direct or indirect controlling 
interest in another company or companies (referred to in 
this memorandum as ‘subsidiary understakings’), a true 
appreciation of the financial position and the trend of re- 
sults of the group as a whole can be made only if the 
accounts of the holding company as a separate legal entity 


take into account or are supplemented by information as 
to the financial position and results of the subsidiary un- 
dertakings. 


“The following are three methods of disclosing this sup- 
plemental information. Each has its own value and limita- 
tions. The first and second methods are suitable only in 
special cases. 


“Method (1): To submit copies of the accounts of each of 
the subsidiary undertakings. This method is suitable only 
where it is desired to focus attention on the financial posi- 
tion and earnings of each component of the group. It is 
impracticable where the companies are numerous and, in 
all but the simplest cases, the shareholders of the holding 
company could not obtain a true view of the group as a 
whole without considerable explanation of inter-company 
relations. 


“Method (2): To submit statements of the consolidated 
assets and liabilities and of the aggregate earnings of the 
subsidiary undertakings as distinct from those of the hold- 
ing company. This method is of value where it is desired 
to show the underlying assets which represent the invest- 
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ment of the holding company in its subsidiary undertak- 
ings, or particular groups of them, and also the earnings 
attributable thereto. 

“Note: As regards methods (1) and (2), if the holding 
company trades extensively with or through its subsidiary 
undertakings, the disclosed earnings of the subsidiary un- 
dertakings may not by themselves be a true criterion of 
the real value of the holding company’s interests in such 
undertakings; in such circumstances their value cannot be 
assessed separately from the value of the group under- 
taking as a whole. 

“Method (3) : To submit a consolidated balance sheet and 
a consolidated profit and loss account of the holding com- 
pany and of its subsidiary undertakings treated as one 
group. This method is the most suitable for general appli- 
cation. It must, however, be remembered that a consolid- 
ated balance sheet is not a record of the assets and 
liabilities of a legal entity and that the liabilities of each 
company in the group are payable only out of its own assets 
and not out of the combined assets of the group. Also, 
there may be special cases where it may be impracticable or 
inappropriate to include the figures of a particular sub- 
sidiary undertaking in the consolidation. This applies es- 
pecially in the case of subsidiary undertakings operating 
overseas where, apart from the temporary difficulty of 
enemy occupation, there may be restrictions on exchange. 
A consolidated profit and loss account does not suffer to 
the same extent from these limitations and, subject to any 
necessary explanations, the aggregate results of the group 
as a whole can be stated. Such disclosure is important even 
if for any reason the publication of a complete consolidated 
balance sheet is impracticable or inappropriate. 


“It is therefore recommended that in the case of every 
holding company: 

“1. With the published accounts, statements should be 
submitted in the form of a consolidated balance sheet and 
consolidated profit and loss account or in such other form 
as will enable the shareholders to obtain a clear view of 
the financial position and earnings of the group as a whole. 


“2. Every consolidated statement should indicate: (a) 
The nature and measure of control adopted as a basis for 
the inclusion of subsidiary undertakings. (b) The reasons 
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for the non-inclusion of any subsidiary undertakings which 
would normally be included on the basis adopted for the 
group. (c) The procedure adopted in cases where the ac- 
counts of subsidiary undertakings are not made up to the 
same date as the accounts of the holding company. (d) In 
the case of subsidiary companies operating overseas, if 
relatively important, the basis taken for the conversion of 
foreign currencies as affecting assets, liabilities and earn- 
ings. 

“3. The consolidated balance sheet should exclude inter- 
company items and should show the combined resources 
of the group and its liabilities and assets, aggregated under 
suitable headings. It should distinguish between capital re- 
serves not normally regarded as available for distribution 
and revenue reserves, including those which would be 
available for distribution as dividend by the holding com- 
pany if brought into its accounts. It should also show the 
interests of outside shareholders in the capital and reserves 
of the subsidiary undertakings and, under a separate head- 
ing, the interests of the group in subsidiary undertakings 
which have not been consolidated. , 


“4. The consolidated profit and loss account, or other 
information given as to the earnings of the group, should 
disclose the aggregate results of the group for the period 
covered by the accounts, after eliminating the effect of 
inter-company transactions. It should be in such a form 
that these aggregate results may readily be reconciled with 
those shown by the profit and loss account of the holding 
company, in which should be stated separately the aggre- 
gate amount included in respect of subsidiary undertakings 
whose accounts have not been consolidated. The following, 
inter alia, should be separately stated: (a) The aggregate 
results of any subsidiary undertakings the balance sheets 
of which have not been included in the consolidation. (b) 
The portion of the aggregate net results attributable to 
outside shareholders’ interests in the subsidiary under- 
takings. (c) The portion of the consolidated net results 
attributable to the holding company’s interest which re- 
mains in the accounts of consolidated subsidiary under- 
takings or the amount by which the dividends from such 
subsidiary undertakings exceed the holding company’s 
share of their earnings for the period. 
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“5. Profits earned and losses incurred by subsidiary un- 
dertakings prior to the acquisition by the holding company 
of the shares to which they are attributable should be 
viewed as being of a capital nature from the standpoint of 
the holding company. Such pre-acquisition profits (wheth- 
er received in dividend or not) should therefore not be 
brought into account as being available for distribution 
in dividend by the holding company.” 


MUNICIPAL ASSESSMENT OF INCOME FROM A 
COMPANY’S SUBSIDIARIES 


In Aluminum Co. of Canada Ltd. v. Toronto, the Ontario 
Court of Appeal, on December 16, 1943, dismissed the com- 
pany’s appeal from an order of the Ontario Municipal Board, 
and the company’s income from subsidiaries was thereby 
held to be assessable by the City of Toronto under the 
Ontario Assessment Act. The judgment is summarized in 
Dominion Law Reports, 17th February 1944, as follows: 


An incorporated company, a manufacturer of aluminum products 
from ingots, and therefore assessable for business tax under s. 8 of 
the Assessment Act, R.S.O. 1937, c. 272, which receives income in the 
form of dividends on shares and interest on advances from subsidiary 
companies in which it owns all or the majority of issued shares, is 
assessable in respect of such income under s. 9 (1)(b) of the Assess- 
ment Act (as being income not derived from the business in respect 
of which it is assessable under s. 8), when it appears that such sub- 
sidiary companies, incorporated as separate entities and consisting 
of a mining company, transportation companies, a terminal company 
and a hydro-electric power company, are in fact the operators in their 
own right of their respective enterprises and charge the parent com- 
pany for their products and services, notwithstanding that they con- 
stitute links in the parent company’s arrangement of its business 
scheme and that the latter controls their policies, monopolizes their 
products and services and derives most of the benefit from the profits 
earned by them. 





WARTIME CONDITIONS AND THE AUDIT 


Wartime Conditions and The Audit 


By James R. Hendry 
Chartered Accountant 
Montreal, P.Q. 


(The last of a series of four talks given at a staff conference 
held recently by McDonald, Currie and Company.) 


At first glance, it would appear that wartime conditions 
need not necessarily require any change in the scope 
of the audit of any particular client as long as the essential 
nature of the business has remained unchanged. Foreign 
exchange control, price ceilings, priorities, wage regula- 
tions, transportation restrictions and a multitude of other 
government regulations too numerous to mention, may have 
placed almost insurmountable difficulties in the way of oper- 
ating, but these are management’s problems and, as long as 
the accounting records are adequately maintained, are no 
direct concern of the auditor. 

Management itself has the direct responsibility for the 
maintenance of an adequate and effectual system of ac- 
counts, for the proper recording of transactions in the books 
of account and for the safeguarding of the assets of the 
concern. 

In the performance of his duties as auditor, the account- 
ant holds himself out as one who is proficient in accounting 
practices and auditing procedure. The function of the ac- 
countant is to examine a concern’s accounting records and 
supporting data. In certain matters also, it is necessary fo 
obtain outside confirmation and to require and consider 
supplementary explanations and information from the man- 
agement and employees, to an extent necessary to enable 
him to form an opinion as to whether or not the financial 
statements as submitted present fairly the position and the 
results of the operations. In no sense is he a guarantor. 
He must be skilled in his professional work and must have 
made a reasonable examination of the accounts in order to 
warrant his expression of ar opinion. 


Changes of a Generation 


The past twenty-five or thirty years have seen a tre- 
mendous improvement in the technique of accounting, book- 
keeping and general office routine. The development of 
mechanical equipment for the recording of accounting data 
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and the division of the responsibility for routine record- 
keeping among many employees are a direct result of the 
expansion of the business unit. 

As the old-fashioned bookkeeper of a generation ago, 
who personally wrote up every record, issued every cheque, 
reconciled the bank accounts and prepared the financial 
statements, has almost entirely disappeared, so has the 
auditor who, in the course of his audit, examined every 
entry in detail, laboriously ticking each and every transac- 
tion from the beginning to the end of the period. 

Internal Controls 

Fortunately, auditing procedure has kept and continues 
to keep pace with the growth and development of industry, 
and the well established custom of making test checks of 
accounting records and related data and beyond that, re- 
liance upon the system of internal check and control after 
investigation of its adequacy and effectiveness has, with 
very few exceptions, proved sufficient for its purposes. 

As long as the system of internal check and control is 
maintained, the scope of the auditor’s work need not be in- 
creased, except to cover changes brought about through 
the enforcement of certain government regulations, such 
as the limitation of profits on government contracts, the 
provision of special reserves against future declines in in- 
ventory values, and items of that nature. However, experi- 
ence teaches us that the manpower shortage and the result- 
ing inability to maintain the same standard of employee in 
clients’ offices has rendered systems of internal control less 
adequate than in pre-war times. Indeed, in many cases, 
staff shortages combined with the increased clerical work 
involved in satisfying the ever-increasing demand of gov- 
ernment departments for information has resulted in in- 
ternal audit procedures being dropped entirely. 


The Staff Problem 


- Now let us see what has been happening to the auditor. 
Staffs have been depleted of young qualified accountants, 
senior partners are engaged in the formulation and direc- 
tion of government policies and a few of the older seniors 
are left to struggle along with young, inexperienced and 
untrained girls and lads whose horizons are bounded by the 
day when they too may join those who have already gone 
to more active and exciting duties. So great has been the 
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turnover of staff in the auditor’s office that it has been sel- 
dom possible to assign the same junior or intermediate 
assistant to an audit for the second time. 


Thus we have an increase in the work which must be 
done because of the break-down of internal control within 
the client’s organization and a decline in the general effi- 
ciency of his staff, increased responsibilities arising from 
new regulations, etc., and a smaller and less efficient audit 
staff to carry out the work. Don’t let us forget that our 
obligations and responsibilities as auditors remain the same. 
Wartime conditions, depleted staff or less efficient employees 
would be but a poor defence to a charge of negligence. 


Meeting the Situation 


Under these conditions what course is open to the audi- 
tor to make it possible to carry out his duties without sac- 
rificing the standard of his work? 


There is little use in talking of reductions in the amount 
of work to be done. The question seems to be, what addi- 
tional work must the auditor do in order to satisfy himself 
as to the accuracy of the accounts which he is called upon 


to examine and concerning which he must give an opinion 
and how is time to be found to do it. 


This additional work can be accomplished only by cut- 
ting out all wasted effort and duplication of work so that 
every part of the work may be done with a maximum of 
efficiency. Every audit must be treated as a separate and 
distinct assignment. Conditions of internal audit and con- 
trol as they have existed during the period covered by the 
audit and up to the time the work is being carried out must 
be examined with painstaking thoroughness, and the scope 
of the audit determined by the senior in charge after full 
discussion with the chief accounting officer of the client. 
This survey should be made each time the audit is being 
done so that the scope of the work may keep in line with 
the changes which are taking place in the client’s accounting 
routine. 

How much of the general ledger should be posted— 
should all the pay cheques for the year be examined and 
checked to the payrolls—what test checking of vouchers 
should be done—should the posting of accounts receivable 
credits to the subsidiary ledgers be checked for two months 
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in the year or for only two weeks—what checking should be 
done of sales invoices and postings tested to the accounts 
receivable ledgers—to what extent should inventories be 
checked? From the preliminary survey these and many 
other controversial questions of audit procedure will be 
answered in the light of the actual conditions prevailing in 
the office of the client. The actual conditions as revealed 
by his survey illuminated by his training and practical ex- 
perience will enable the auditor to decide the extent of the 
work necessary under various sets of circumstances. 
The Client’s Assistance 

There has been a tendency to have certain work pre- 
pared by the client’s staff to conserve the time of the audi- 
tors. This is a very excellent procedure up to a point, but 
there is a danger that the checking of such information may 
deteriorate into nothing more than a mechanical ticking of 
figures. One must not overlook the human element, and, 
where schedules are prepared and handed over to a junior 
or a senior for checking, the closer attention which actual 
preparation of the figures entails is almost wholly lost and 
an error made by the client’s staff is much less likely to 
be discovered. It would appear advisable, therefore, to give 
very careful consideration to the schedules which are to be 
requested from the client. 

When the auditor has decided what schedules the client’s 
staff is to be asked to prepare he should draw up draft 
schedules showing the information required and the de- 
tailed method in which it is to be presented. A frank dis- 
cussion between the auditor and the controller or executive 
accountant of the client should be held well in advance of 
the close of the financial year and the commencement of 
the work so that schedules, etc., which the auditor will re- 
quire can be prepared by the client’s staff at the same time 
that the ordinary routine work of the office is being car- 
ried out. In many instances it will be found that little 
additional work will have to be done by the client since 
most of the information required by the auditor is already 
prepared and only a change in the presentation of the data 
is necessary. 

A few of the items which come under our notice during 
the course of our audits and which, because of wartime con- 
ditions, appear to require more particular attention, are 
payrolls and inventories. 


999 
ot et et 









WARTIME CONDITIONS AND THE AUDIT 


The Payroll 

The audit of the payroll has become a matter of supreme 
importance. Gone are the days of the simple payroll with 
three or possibly four columns. Regular wages, cost-of- 
living bonuses, deductions for unemployment insurance, war 
savings certificates, victory bonds, union dues, hospitaliza- 
tion, pension funds, income tax, etc., have made the payroll 
one of the most complicated records which the auditor is 
called upon to examine. In addition to being complicated, 
it frequently accounts for the largest item of expenditure 
of the company, exceeding in many cases the total amount 
expended for materials and supplies. 

Experience seems to show that in the majority of com- 
panies the preparation and verification of payrolls is not 
being given the supervision of the senior accounting of- 
ficers which its importance justifies. In many cases no 
adequate records are kept to record deductions made for 
war savings certificates, victory bonds, etc., with the result 
that valuable time is lost in trying to satisfy oneself that 
all moneys which have been collected by payroll deductions 
have been expended for the proper purposes and that war 


savings certificates and victory bonds have reached the 
employees from whom deductions have been made. 


Payroll Cards 

Government regulations requiring detailed records of 
each employee’s total wages, income tax deductions, etc., 
have made many employers discontinue the preparation of 
the conventional payroll. Instead a card is kept for each em- 
ployee on which is recorded all details of wages, deduc- 
tions and net amount paid for each pay period. Total wages, 
total deductions and total net payroll for the period are 
ascertained by adding the details shown on the individual 
cards. In most instances, if a machine tape was made when 
these totals were ascertained, it has been either lost or de- 
stroyed before the arrival of the auditor, who must then 
make a new tape for himself. A little time spent discussing 
these matters with the client and making suggestions for 
their correction is well repaid by the time saved in payroll 
examinations during subsequent visits. 

The break-down of internal control and laxity of super- 
vision by company officials has made the padding of pay- 
rolls much easier. The attendance of the auditor at the time 
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wages are paid and the retention by him of all unclaimed 
wages until satisfactorily disposed of is the most satisfac- 
tory method of checking payrolls. However, this is seldom 
practicable and the auditor must rely on such checks as can 
be made from time cards, foremen’s reports and other sub- 
sidiary records. 

The unemployment insurance book can be of great 
assistance in checking payrolls. A check of the most recent 
payroll with the unemployment insurance books should indi- 
cate any irregularities provided all missing books are traced 
and satisfactory explanations received for their unavail- 
ability. The same books should be checked back to past 
payrolls and a check made to see that where the employee 
appears on the payroll his unemployment insurance book 
has been stamped. Close watch should be kept for un- 
employment insurance books for which employees do not 
appear on the payroll as this might create an opportunity 
for including such employees’ names on subsequent payrolls 
and using the book as partial evidence of their employment. 
Where books are on hand and the men have left the employ 
of the company, the auditor should point out to some re- 


sponsible official the requirements of the Unemployment 
Insurance Act regarding giving insurance books to em- 
ployees when they leave. In cases where this has not been 
done the books should immediately be sent to the local un- 
employment insurance office. 


Inventories 


If the McKesson & Robbins case has made the members 
of the profession inventory conscious, The Excess Profits 
Tax Act and the provisions therein for inventory reserves 
has made company officials equally conscious of inventories. 
There are two aspects of the inventory question which in- 
terest the auditor—(1) quantities and (2) prices. 

It has not been the general practice for auditors to 
actually supervise the taking of inventories. In some cases 
test checks of inventory quantities have been carried out 
but even this has not been a very general practice. It is 
very questionable whether the auditor has the necessary 
technical knowledge to take or supervise the taking of a 
complicated inventory. In practically every case he would 
be dependent on the company’s own employees for the cor- 
rect description of the items included and since correct 
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values can only be assigned when the correct descriptions 
are known, it would appear that the supposed benefit de- 
rived by the auditor is something of a delusion. In satis- 
fying oneself as to quantities, descriptions, etc., it would ap- 
pear that where inventory records are available, more 
satisfaction can be obtained from a close study of the 
records. This would include tests of the methods of charg- 
ing in supplies and charging them out to production, check- 
ing to see that adjustments between physical count and 
inventory quantities are being made and that, generally, the 
prescribed routine is being faithfully carried out. 


Here again the value of the preliminary discussions be- 
tween the controller and the auditor proves invaluable. 
Some time in advance of the actual time of taking the in- 
ventory, a complete set of the instructions for taking and 
- pricing the inventories should be submitted to the auditor. 
A review of these instructions will quickly determine the 
extent of the independent verification and the part the audi- 
tor feels he should take in the actual stock taking. Pricing 
and valuation policy and procedure should be agreed upon 
and arrangements made for the auditor to make contacts 


with key men in the manufacturing and merchandising di- 
visions for the discussion of inventory problems. 


Pricing 

In times of increasing prices there is a tendency to 
keep inventory prices as low as possible so that losses in 
inventories may be reduced to a minimum should prices 
decline. In these days of high prices and high taxation 
this tendency appears greater and the unsatisfactory pro- 
vision for inventory reserves provided under The Excess 
Profits Tax Act has made company officials more apt than 
ever to take their reserves in the easiest and, to them, most 
satisfactory way. That is, by marking down unit prices. 
This raises the question of how and to what extent inven- 
tory pricing must be checked in the course of the audit. 
The review of the inventory procedure already referred to 
will provide the necessary information for an intelligent 
answer to this question. 


In addition to the added burden which the weakening of 
internal audits and control has placed upon the auditor, the 
government rules and regulations have created still more 
onerous duties: salary orders, orders restricting the amount 
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to be spent on repairs, restrictions re starting new lines of 
business, opening new branches, purchasing new machinery 
and erecting new buildings. The auditor cannot be expect- 
ed to know all these regulations, but on the other hand, it 
would be rather ludicrous to have satisfied oneself that the 
expenditures made on a repair project were in order if one 
did not point out to the client that he did not have the neces- 
sary permit for the work if that were the case. 

The solution seems to be a clearing house within the 
auditor’s office of such information and a system of bring- 
ing to the attention of seniors those orders and regulations 
which are of importance in the ordinary course of auditing. 


ADJUSTMENTS OF STANDARD PROFITS FOR 
PAYMENT OF STOCK DIVIDENDS 


The following notice dated 8th February 1944 appeared 
in The Canada Gazette of 26th February 1944 over the 
signatures of Colin Gibson, Minister of National Revenue, 
and C. Fraser Elliott, Deputy Minister (Taxation). 


The Excess Profits Tax Act provides by section 4, subsection one, 
that the Minister in his discretion may adjust the standard profits 
in the case where any alteration in the capital employed since the 
commencement of the last year or fiscal period of the taxpayer in the 
standard period has occurred by adding to or deducting from (accord- 
ingly as the capital has been increased or reduced) the standard profits 
an amount equal to seven and one-half per centum per annum of the 
amount of the alteration in the capital employed. It also provides 
that in the case of a corporation or joint stock company such adjust- 
ment may only be made if the alteration in capital employed was 
accompanied by an equivalent alteration in capital stock. Indicative 
notice is hereby given that after examination of any particular case, 
the said discretion will probably be exercised to preclude any upward 
adjustment to the standard profits in any taxation year for an in- 
crease in capital stock effected by the payment of either: 


(1) a stock dividend, or 


(2) a cash dividend subsequently re-invested in the capital stock 
of a company the majority of whose shares are owned by Canadian 
and/or non-resident companies, to the extent that such re-investment 
is equal to or less than the total amount of cash dividends paid since 
the beginning of the last fiscal period of the taxpayer in the standard 


period. 
Each case, however, will be examined on its own merits. 


















MONEY AND THE INDIVIDUAL 


Money and the Individual 
By W. A. McKague, M.A. 


(The first of a series of articles on Money) 


BAe one of us, unless destitute, includes among his or 
her worldly goods one portion in the form of money. 
In amount it may vary from a few “coppers” in the pocket 
of the schoolboy to a bulky roll in the possession of some- 
one who, besides having the ability, also has a liking for 
the feel of the money. 

In this day and age no person is self-sufficient. He does 
not produce all of his own food, nor does he provide all of 
his own clothing and shelter. He may spend very little, 
but if he aspires to even the barest of comforts he must 
buy yarn, and sugar, and tea, and a few other items, and 
in order to do this he must have some small surplus of his 
own production to sell, or else he must acquire the pur- 
chasing power from some other source. Our society is too 
complex to enable him to fill his needs through barter. It 
is money that he gets for his own surplus, and with it he 
buys what he wants. 

In the lowest economic stratum, the little bit of cash 
on hand may constitute the individual’s entire wealth. The 
schoolboy may have nc bank account, no war savings stamps, 
no industrial life insurance policy; the housewife may be 
always one pay envelope behind the weekly bills; the re- 
liefee may exist only from voucher to voucher. 

But for the great majority who are beyond a bare sub- 
sistence, money is merely a working fund. It is the part 
of our wealth that we keep in immediately convertible 
form. The particular dollars and cents may come and go, 
the level of our cash may rise and fall, but there should 
always be something on hand or else we are liable to be 
“strapped” at an awkward moment. 

Additional “Funds” 

In addition to our cash, we probably keep a bank bal- 
ance, which is expressed in terms of money and which is 
promptly convertible into money, subject only to such minor 
limitations as banking hours, distance from the bank and 
the cost of excise stamps, and also to the more remote 
but serious hazard of bank failure or closure. The de- 
positor submits to these limitations and hazards for the 
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convenience of the safekeeping of the money, and also for 
the tangible advantage of the interest which is paid on 
savings accounts by the banks and other depositaries in 
Canada. He can further curtail his handling of cash by 
the use of cheques, which provide a short route between 
one bank account and another. Many people who are above 
the cash and carry basis of existence in Canada, use money 
only for the incidentals of daily expense, such as busfare, 
and lunch, and theatre admissions, and use cheques for the 
more substantial items such as the monthly rent and utili- 
ties bills, instalment payments, and life insurance prem- 
iums. 

Beyond the cash and the bank balances which are the 
primary pools of our individual wealth, are several others 
which are used according to our tastes and circumstances 
and which provide varying degrees of accessibility. Life 
insurance policies, after the second or third year of prem- 
ium payment, have a cash surrender or collateral loan 
value, that is, they can be surrendered or pledged for im- 
mediate cash. Stocks, bonds and other securities may be 
sold, or pledged for a loan. Real estate may be sold or 
mortgaged. Even furniture can be sold, and for clothing 
and other personal articles there is the pawn-shop. Some 
merchants, primary producers and manufacturers are al- 
ways in the position of being able to turn a part of their 
stock into cash, or even disposing of equipment and fix- 
tures, if needed. Indeed our individual economic security 
is founded largely on the accumulation of a series of re- 
serves which in time of stress we can successively tap. 
They are our defenses against adversity. They are pools 
designed to maintain that ultimate flow of purchasing 
power which is our living. 


Proportions Not Fixed 


Clearly there is no fixed relation between the first of 
these pools, which is our cash on hand, and any or all of 
the others, nor among these others themselves. The near- 
destitute may choose to jingle a pocketful of coins or even 
to “flash a roll” while he who is well-to-do may be content 
with carfare. Among the reserves of wealth the widest 
latitude prevails, some people concentrating on a bank bal- 
ance, while others deliberately sink their all in life in- 
surance, or in real estate, or in the stock market. Tenden- 
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cies of race and nation are prominent. The Chinese and 
the Hindus hoard silver, the American oscillates between 
life insurance and the stock market, the Jew prefers his 
central real estate, all improvements paid. This is an 
essence of freedom. The structure of wealth can be juggled 
by governments and powerful interests. Pressure can be 
placed on the individual. But his personal program can 
not be reduced to a formula, as long as freedom remains. 


Limits to Demand 

There are, consequently, limits to the demand for each 
form of wealth. They are not fixed, but they are none the 
less real. They are determined not only by individual 
tastes, but also by fundamental economic laws. For in- 
stance, it is evident to all that wealth, if put into productive 
form, has an earning power. The hoe is an ancient: in- 
’ strument of labor, applicable to every stage of cultivation. 
The more costly plough, however, is immensely more pro- 
ductive in some kinds of work. The still more costly tractor 
goes a step further. Each of these new investments, used 
in the right way, yields a new surplus from the same 
amount of labor. This surplus output can then, and ac- 
tually does, reward the owner for the sacrifice of time 
and material involved in making the instrument, and also 
rewards the user with some part of the gain in output. In 
other words, there is a productive power, perhaps not in 
the plough or tractor as an inert physical thing, but in 
the human elements which it embodies. It is a productive 
form of capital. The farmer can, if he is a good manager, 
borrow such a machine at an interest rate, and still profit 
by the transaction. The capitalist can go on investing in 
such machines of earning power. This is not true of the 
mere iron that went into the machine. Some ore must lie 
in the piles awaiting shipment, and some iron must always 
be in stock at the furnaces and foundries, but it is only 
when the machine actually goes into production that its 
destiny is attained and its cost justified. 


The Preference for “Capital” Goods 


This economic function of capital goods, as distin- 
guished from sugar, and coffee, and the many other con- 
sumers’ goods which move along a direct path from the 
natural resource to consumption, limits the scope of money. 
If there were no productive capital, and consequently no 
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earning power of wealth, then there could be no sound 
interest-bearing deposits, bonds, or mortgages, and no 
dividend-paying stocks, while life insurance, if it existed 
at all, would be a mere shadow of its present self. As far 
as the individual was concerned, the iron would remain in 
the pile. Whatever he saved, would be kept in some such 
marketable form, to be sold for his maintenance in time 
of need. 

Silver and gold have served that purpose throughout the 
ages, but in this they merely express the choice of a ma- 
jority. And it is only the hoarders who employ them for 
that purpose. There has been productive power in capital 
goods, and interest on loans, from the most ancient times. 
It is only in periods of comparative stability and security, 
such as the nineteenth century, that the structure of saving 
and investment has blossomed on such a scale as to shower 
some blessing on everyone within its shade. But it is 
under just such influences that the individual steers his 
course today. Earning power of capital, even though the 
special object of taxation, is still a factor in economic life; 
the institutions of finance, such as banks, insurance and 


investment companies, though subjected to radical attacks, 
still continue to embrace the consideration of interest or 
earning power as well as that of security of principal. 


The Reward Incentive 


As long as these forces are at work (and since they 
always will be at work even though efforts may be made 
to suppress them) every individual who gets beyond the 
subsistence level, and who is not a hoarder, will seek pro- 
ductive channels for whatever savings he feels he can 
turn into the secondary pools. A little cash is necessary, 
but productively it is idle. Some money in the bank is a 
second asset, quickly accessible and slightly productive. 
For the larger rewards of productivity he must go farther 
back into the less accessible pools, but he will do so in such 
proportions as satisfy his own judgment, for the sake of 
the rewards. 


It is therefore the unproductivity of money—a feature 
which is intrinsic to it—that limits its own use. Just as 
iron beyond a sufficient working supply is useless to the 
foundry, so is an excess of money useless to the individual. 
And that is true of any kind of money—whether gold, 
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silver, or other “hard” money, or mere paper. When over- 
confident concerning earnings, the citizen may plunge so 
heavily into real estate and other fixed investments as to 
denude himself of liquid assets. At other times he will be 
so pessimistic as to disclaim interest in everything except 
cash. But taking people by and large, and recognizing 
those individual characteristics which are immune to the 
times, there is somewhere a bottom limit, and somewhere 
a top limit, to the amount of money that they will use. 


REPAYMENTS OF FINANCIAL ASSISTANCE FROM 
COMMODITY PRICES STABILIZATION CORPORATION, 
LIMITED, ETC. 


The following order in council (P.C. 777) dated 14th 
February 1944 has been made public. 


Whereas, in order to facilitate the supply and distribution of 
goods at stabilized prices Commodity Prices Stabilization Corporation, 
Ltd. (hereinafter referred to as “the corporation”) and other depart- 
ments and agencies of His Majesty’s Canadian government render 
financial assistance to certain persons by way of direct subsidies, pay- 
— of accountable advances, absorption, of trading losses and other- 

6; 


And whereas, the Minister of Finance reports that it is expedient 
that the status of any payment to the corporation representing return 
of financial assistance be clarified as hereinafter set forth; 


Therefore, His Excellency the Governor General in Council, on the 
recommendation of the Minister of Finance (concurred in by the 
Minister of National Revenue) and pursuant to powers conferred by 
the War Measures Act and otherwise, is pleased to order and doth 
hereby order that, notwithstanding the laws of the Dominion of 
Canada as herein below mentioned, imposing taxation, sums paid by 
any person to the said corporation by voluntary act or pursuant to 
any order in council or pursuant to any arrangement, agreement or 
undertaking with or by direction of the said corporation, the Canadian 
Wheat Board, or any other department or agency of His Majesty's 
Canadian government, representing return of financial assistance given 
by Commodity Prices Stabilization Corporation, Ltd., or Canadian 
Wheat Board or given by any department or agency of His Majesty’s 
Canadian government for the purpose of facilitating the supply and 
distribution of goods at stabilized prices, are and shall be the proper 
deductions from the taxable income (of which the financial assistance 
forms a part) of the person making such payment insofar as the 
Income War Tax Act and the Excess Profits Tax Act are concerned. 
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Thoughts On Hobbies 
By J. J. Plommer 
Chartered Accountant 
Vancouver, British Columbia 


VERY man should have a hobby. The strain of modern 
life, with its demand for specialization, is such that 
relaxation is absolutely necessary. The old hymn writer 
ventured the opinion that “the trivial round, the common 
task will furnish all we ought to ask”, but it does not. 
If the strain comes all along one line, the golden bowl 
and the silver cord of existence will break. 

Too many men seek relaxation in the wrong places,— 
in liquor, for instance. This is not a temperance lecture; 
but it is obvious that if relief is mainly sought in such a 
way, the final result will not be beneficial. 

Hobbies then to be beneficial should appeal to our bet- 
ter instincts and should employ those physical and mental 
tastes which are not used in a man’s daily calling. A man 
who in his regular occupation is called upon to expend 
considerable physical exertion should not take up mountain 
climbing as a hobby, although I have known some to do it. 
The best mountaineer I ever knew was a postman. How- 
ever, I am writing for the benefit of accountants and pro- 
fessional men; and I do not hesitate to say that most of 
them do not take enough exercise in the open air. I refer 
to the open air, because a gymnasium does not fill the bill. 
Gyms are excellent institutions, but the work in them is 
so often done at night on hard floors and with indifferent 
ventilation. Furthermore, it is easy for a man who has 
become flabby and desires to reduce, to do too much gym 
work. He develops muscle but strains the heart, so that 
great care is necessary to avoid overdoing it. A little goes 
a long way. 

At this point some brother, not inclined to over-exer- 
tion, will probably quickly agree with me that over-exertion 
is bad and that he believes he can get all the fresh air 
he needs by driving his car out into the country and spend- 
ing his time fishing. This is going to the other extreme, 
because this builds up a tremendous appetite, consequently 
increasing avoirdupois; so that whilst this is a grand 
relaxation say for the factory worker, it is not ideal for 
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us. Most of us do not walk enough; and therefore we 
ought to seek recreation that will require enough walking, 
and not on city sidewalks. If we have poor feet, we had 
better use bicycles. Many of my friends will tell me that 
they get just what they want in the game of golf. Cer- 
tainly, a great many seem to do so; and if the nineteenth 
hole could be abolished, I think golf would be the answer 
for many. Having many golfing friends, I know that they 
get considerable benefit, although I have not yet been able 
to decide just how much physical effort is demanded. I 
know some elderly men who play a great deal without 
harm, but there have been numerous cases of men collaps- 
ing on the courses. It would therefore appear to be neces- 
sary to study one’s own reactions, and only expend so 
much energy as to produce moderate exhilaration. Apart 
- from walking for the sake of walking, hunting or an out- 
door hobby is really the best for us. Gardening is excellent. 

However, we cannot always be in the open air. The 
great thing with an indoor hobby is that it shall employ 
other brain cells than those used in our regular occupation. 
I knew a clever lawyer several years ago, whose only in- 
terest outside law was mathematics. As might be expected, 
he suffered a nervous breakdown. His own useful life 
was shortened, which was also a loss for the community. 


It has been said by psychologists that the human brain 
never grows tired. The body supporting it may tire and 
need sleep and nourishment; but as long as the body can 
support, the brain can function indefinitely provided it is 
given a variety of material upon which to work. I have 
tested this and proved it. With the world as diversified 
as it is today, there is no excuse for a man not finding 
mental relaxation. The essential thing is that he shall do 
those things that interest, elevate and amuse. 

Amusement certainly has its place; and it is good to 
sit back and enjoy the radio, the movies or other forms 
of entertainment. However, there is a real danger in city 
life of going too far with what I call secondhand enjoy- 
ment. It is so easy night after night to listen to or watch 
somebody else doing things for our amusement. In remote 
country places, people have to amuse one another. This is 
where a hobby comes in. You really do something your- 
self. If you enjoy listening to good music, it is well to 
learn how to scrape a violin or finger a flute. If you ad- 
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mire art but cannot paint or sculpture, try photography 
or clay modelling. If you enjoy good literature, do a little 
composing once in a while for yourself. You may not 
produce anything that you will ever hand to a publisher; 
but after you are dead and gone, your jottings may be as 
famous as Pepys’ diary. If your indoor hobby is such that 
it can be related to the out-of-doors, you will have found 
the ideal. 

Nature study comes as near meeting this requirement 
as anything. If you have attended a botany class in the 
winter, you can go out in the summer and get specimens. 
If you study biology, you will find yourself walking sea 
shores and investigating muddy ponds. If you have taken 
up with entomology, you will be out in the summer with 
a butterfly net and later mounting specimens. If you have 
studied the birds, every creature on.the wing will interest 
you. My own hobbies are photography and geology; and 
in pursuit of these, I have travelled many miles and visited 
places that I might never otherwise have seen. I have 
pictures which never fail to call up memories and often 
interest other people. I have my own little museum where 
rocks and fossils are kept, which, although of no marketable 
value, mean a lot to me. In gathering these things, I have 
breathed God’s pure air and I have enjoyed the company 
of many interesting people. Thus occupied, although we 
increase in age, our spirits keep young, especially if we 
keep in touch with young people. 

In a business way, our hobbies should not represent 
lost time. An accountant who has no outside interests is 
at a disadvantage. He may know his figures, but 
he should also know the world in as many aspects as pos- 
sible. Many of these hobbies are extremely beneficial in 
this way. My own acquaintance with geology, although 
not made for the purpose, enables me to contact mining 
men much more easily. This advantage is mutual. Many 
years ago a metallurgist was discussing smelting problems 
with me, and he said “Why do not some of you fellows study 
these things.” I told him it was not our business, and 
what do you think he said? “We need you outsiders to 
study our problems. We are so close to our subject that 
we do not take improbable matters into consideration. It 
is very often the man who dabbles in a science that ex- 
plores the unlikely road and finds the new object for in- 


234 





BOOK REVIEW 


vestigation in a place that we would not have been crazy 
enough to look for it.” Unfortunately, all professional men 
are not so broadminded as he was, but that is the ideal. 
The world seems to be heading this way, when every other 
man you meet appears to think that he is an economist who 
can solve problems which baffle us. Let us do the reverse, 
by putting as much of our spare time as possible into the 
study of the matters outside our professional interest. This 
way leads to health and happiness. Said Ruskin “To watch 
the corn grow or the blossoms set, to draw hard breath 
over ploughshare or spade, to read, to think, to love, to 
pray: These are the things that make man happy.” 


Book Review 
By T. Earle Hickey, C.A., Summerside, P.E.I. 


“General Office Guide” (King’s Printer, Ottawa, paper 
cover) has been compiled for the information and guidance 
of the audit office in the audit of the accounts of the gov- 
ernment of Canada. A copy has been sent to the library of 
each provincial institute of chartered accountants. 


The purpose for which the General Office Guide was 
written is admirably fulfilled in the 122 pages of concisely 
written instructions to government audit officers supported 
by references to statutes and cases pertinent to the subject. 


Much of the subject matter is familiar to the practising 
accountant with the possible exception of the first section 
“Examinations for Authority”, which explains in detail the 
functions of parliament in granting funds for the opera- 
tion of government. Parliamentary grant of supply is to 
the Crown. The Crown then grants or “releases” supply, 
countersigned by a member of the treasury board to the de- 
partmental ministers as required to defray expenses, but 
such amounts cannot exceed in the aggregate the amount 
granted by parliament. 


The statutory audit, as explained by the author, is made 
in order to certify to the House of Commons the state of 
the accounts. Any action as the result of the observations 
by the auditor general must be taken by the House of 
Commons. Audit observation of internal check and audit 
procedures should be continuous and any weakness noted 
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brought to the attention of those in a position to apply the 
corrective. The system of internal check is very clearly 
defined at page 26 and is worthy of note. 


The audit of revenue is dealt with in detail. Revenues 
are deposited to the credit of the receiver general by all 
collectors. Proper classification of receipts and the intern- 
al management and administration of departments are 
points to be particularly observed by audit officers. 


In dealing with the audit of expenditures, audit officers 
are instructed to note that moneys expended were applied 
to the purpose for which the vote was intended, that orders 
in council and treasury board directions were observed 
and that all expenditures were properly authorized by de- 
partmental officers. It should be determined that buying 
officers have the authority to purchase. Mathematical ac- 
curacy of vouchers is to be checked. Expenditures must 
have been made for governmental purposes and charged 
under the proper classification. 


An auditor’s responsibilities under the Gennes Act, 
1934, may be taken as a guide in the audit of a Crown 


corporation except that the stock is held by the Crown and 
the corporation is under the administration of a minister 
who is responsible for the transactions. 


The assets and liabilities of the Dominion balance sheet 
are dealt with in detail and are to be verified in the usual 
manner. The consolidated fund is the net deficit accumu- 
lated since Confederation. 


The Consolidated Revenue and Audit Act, included in 
the Guide for ready reference, must be used continually 
in reading. 


This publication, while written particularly for audit 
officers of the Dominion government, can be profitably used 
for reference by any practising auditor as it contains a 
wealth of very useful material with supporting references. 
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Contributions To Non-profit Organizations 


[i OUR March issue, under the above heading, the an- 
nouncement made on 31st January by Finance Minister 
Ilsley was printed. Owing to a considerable delay in the 
printing and mailing of that issue, the item became out of 
date because of a further statement made by Mr. Ilsley. 
We quote below his remarks in the House of Commons on 
18th February. At the same time it should be kept in mind 
that the actual ruling is not intended to be made until the 
date of the budget, which up to the time this is written 
has not been announced. 


The house will recall that on January 31 I made a statement 
indicating the government’s intention to introduce at the time of 
the budget a measure limiting the tax advantage which may be ob- 
tained by a business concern making contributions to charitable or- 
ganizations. I announced at that time that in respect of contributions 
subscribed after January 31, 1944, the tax advantage obtainable by 
a business concerned, whether corporate or otherwise, should not be 
greater than that obtained by a comparable business not subject to 
tax at the 100 per cent rate. 


In the meantime I have received many representations from 
various organizations asking for clarification and expressing great 
concern over the possible effect of this proposed amendment on their 
ability to secure the funds needed to carry on their activities. As a 
result of these representations, and the quite widespread comment on 
this subject in the press and elsewhere, I should like to make a further 
statement on the matter. 


First of all I should like to explain more fully and restate to the 
house the facts of the present situation relating to tax deductions in 
respect charitable contributions which, to the government, seemed 
clearly to call for some safeguarding measure... . 

The present law allows a business concern as a deduction in 
computing profits subject to tax an amount not exceeding 5 per cent 
of its income which has been paid by way of donation within the tax 
year to any charitable organization in Canada operated exclusively 
as such and not for the benefit of private gain or profit of any person. 
As a result of allowing this deduction in computing profits for tax 
purposes, the government foregoes collecting tax which would other- 
wise be due. In effect, then, the government can be said to be sub- 
sidizing charitable activities. Before the war, when the corporation 
income tax rate was 15 per cent, the government relinquished 15 cents 
of tax revenue on every dollar contributed to charity by the ordinary 
industrial. corporation. To-day, when the minimum tax payable by 
corporations is 40 per cent, the government gives up at least 40 cents 
in tax for every dollar of charitable contributions made by the cor- 
porations. The minimum tax advantage to-day in making contribu- 
tions to charity is more than two and one-half times greater than it 
was pre-war. It can scarcely be argued, then, I think, that the 
government incentive towards charitable giving is ungenerous or that 
the importance of maintaining the flow of donations is overlooked. It 
is true, of course, that the heavy weight of taxation, both on business 
concerns and individuals, leaves fewer dollars to devote towards 
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charity, but while the weight of taxation has increased the incentive 
towards giving has likewise increased. 

I have just referred to the case where a company is paying a 40 
per cent tax rate. No problem can be said to exist in this situation. 
In making a contribution towards charity of, say, $100, the company 
is parting with $60 of shareholder money. The situation which gives 
rise to the problem, however, is where the business concern is paying 
tax at the rate of 100 per cent on excess profits. In this situation a 
contribution to charity reduces the company’s tax bill by exactly the 
same amount. Under these circumstances the company which osten- 
sibly makes a donation to charity is doing so entirely at the expense 
of the treasury. The company, of course, loses its right to a subse- 
quent 20 per cent refund on the amount contributed. In the light of 
this situation it is easy to understand the statement which I made 
in the house on January 31 that business concerns are being solicited 
on a wholesale scale to make unusually large contributions to various 
non-profit organizations. 

I think I need do no more than mention this situation in order 
for the house to see the necessity for some safeguarding provision 
beyond that now obtaining in the law. Otherwise the way is open 
for an abuse of the privileges in the law which could result in a 
very serious diversion of public funds into channels which, while 
extremely desirable in themselves, can in the war period scarcely be 
regarded as of an urgency equal to that of finding funds to finance 
the war. 

For the reasons I have just stated the government does not feel 
it can depart from the general principle of the proposed limitation 
on the tax advantage to be secured by business concerns in making 
charitable contributions. The government is willing, however, to make 
a modification which I think effectively removes any possible criticism 
of the proposed restriction. The modification is intended to enable 
business concerns to continue without loss of tax advantage, the 
level of charitable giving which they had established prior to the 
coming into force of the 100 per cent excess profits tax rate. 

I wish, therefore, to announce that the limitation of tax advantage 
which I proposed on January 31, 1944, will not affect any business 
whose total contributions in any year are not above the average of 
its donations in its last two fiscal years ending before July 1, 1942, 
which was the date when the 100 per cent excess rate came into effect. 

For example, if a company made charitable contributions totalling 
$8,000 in one of these two years and $12,000 in the other, its average 
annual contribution for the two years would be $10,000. It will then 
be allowed to continue to receive the full tax advantage on $10,000 
of contributions in fiscal periods ending after January 31, 1944. 

The proposed limitation which I announced on January 31 will 
apply, however, when contributions made are above the average estab- 
lished by the record of 1940 and 1941, as referred to in what I have 
said. That is, the limitation will apply to that portion of the amount 
of contributions not subscribed on or before January 31, 1944, which 
results in the total amount contributed in the tax year of the business 
being in excess of the average amount contributed in the last two 
fiscal years of the business concern ending before July 1, 1942. 

The present five per cent limitation with respect to the total 
volume of deductions allowed will, of course, continue to operate. 
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Current Accounting Literature 
By J. D. Campbell 
Chartered Accountant 


BULLETINS 


Cost Accounting 
aa No. 11, Volume XXV, Ist February 1944, 
published by the National Association of Cost Account- 
ants (385 Madison Avenue, New York) carries a series of 
three short articles presented in a panel discussion on the 
general topic “Post-War Reserve Provisions as Wartime 
Costs.” 

Post-War Reserves—C. Oliver Wellington, in “Reserve 
Provisions Needed to Reflect Real Income’’, discusses the 
general question of post-war reserve provisions under the 
two general sub-headings of (1) the proper effect of such 
losses and expenses upon current operations and financial 
statements, and (2) the proper provisions that should be 
made for deduction of a portion of such losses and expenses 
in determining the income for each year for purposes of 
renegotiation of war contracts and for federal taxes on in- 
come. In discussing the general topic of “effect” it is 
pointed out that the present tendency is to give altogether 
too much consideration to income tax laws and regulations 
in determining accounting procedures. It is suggested that 
the soundest policy is “Let’s be right in our current finan- 
cial statements and then fight hard to have taxes and re- 
negotiation follow the same sound principles.” Inasmuch 
as the reserve provisions needed to give a true income pic- 
ture are missing in the published statements, the general 
public, relying on such statements, is misled on over-all 
profits. This creates in turn a false impression in the 
minds of the general public of the business profits earned 
during the war period. In discussing the second broad 
group of problems covering the effects of improper provi- 
sions from both the standpoint of renegotiation and taxa- 
tion, the significance of effective rates under conditions 
where no allowance is granted is stressed. “There has been 
some loose thinking and some equally loose talking about 
proposed allowances for post-war expenses and losses as 
if such allowances were a bonus or subsidy. Actually, what 
is desired is merely the allowance as a deduction of the 
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proportion of such expenses and losses that is fairly charge- 
able against the earnings of each current period in order 
to give a balance of net income which is as nearly as pos- 
sible the true net income. Such true net income would be 
a sound basis in place of the present unsound basis for 
both taxes and renegotiation.” 

Roscoe Seybold in an article “The Viewpoint of Indus- 
try” outlines the problem from a businessman’s viewpoint 
and indicates the extent to which present palliatives fail to 
satisfy the latent need. In outlining the problem the belief 
is expressed “that costs before taxes in the war period 
should finance those expenditures of the corporation that 
are made necessary because of the corporation’s war pro- 
duction activity.” The various types of reserve needed are 
outlined, covering reconversion of plant and equipment to 
peacetime production, deferred maintenance, maintenance 
and replacement of small tools, jigs, fixtures and dies that 
have been worn out and destroyed during the war period, 
losses on wartime inventories, losses resulting from con- 
tract cancellations and separation allowances for employees 
for whom there is no longer useful employment. In closing 
Mr. Seybold suggests a possible solution for consideration: 
“That reserves be provided out of income before taxes in 
estimated amounts, that each reserve be provided for spe- 
cific application; that charges against the reserve be sub- 
ject to examination of a revenue agent to determine that 
such charges are for the specific purpose for which the 
reserve was established. At the end of a three-year period 
after cessation of hostilities, any unused balance in each 
reserve account shall be subject to taxes at rates in effect 
for the years when the credits to the reserves were de- 
ducted.” 

Carl S. Shoup completed the panel discussion with a 
paper on “The Allowance of Post-War Reserves for Tax 
Purposes” in which are discussed the various types of exist- 
ing relief designed to act as relief agents covering the 
situations for which wartime reserves are being requested. 
The setting up of reserves in a wartime year is a means of 
allocating to the taxable income of a given period the 
expenses that are attributable to that income although the 
actual outpayment occurs in a later period. Inasmuch as 
the statutory tax rates change, the distribution of profit 
over the span of years, war and immediate post-war, is 
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significant. In covering the existing relief provisions 
(U.S.) the “carry back provisions” are discussed in detail. 
“They form a crude but very powerful bridge between the 
war and post-war periods.” The inability of business to 
approach a semblance of accuracy in the estimate of re- 
serves required is met by the alternative suggestion to the 
reserve provision, namely, that “when the expenses are ac- 
tually incurred in the post-war years, they might be allowed 
as specific carry-backs against the wartime income of 
earlier years, if the carry-backs of unused excess profits 
credits and operating loss proved inadequate.” 


Reconversion Costs—Section III of Volume XXV, No. 
11, carries a research survey on the “Cost of Reconversion” 
conducted by the Research and Technical Service Depart- 
ment of the National Association of Cost Accountants in an 
attempt to provide some factual data on the controversial 
subject of the cost of post-war reconversion of productive 
facilities. The survey indicated among other things that 
a relatively large number of companies now engaged in war 
production will be able to transfer to peacetime production 
with little delay and at a negligible cost at the end of 
the war, or by stages as war production is curtailed. This 
fact merely serves to emphasize the nature of the inequity 
which arises from a failure to allow as wartime costs for 
tax and government contract purposes those costs arising 
after the war which are related to wartime production. In 
covering the question of estimated cost of reconversion 
more than half of the companies circularized estimated the 
reconversion cost to be less than the original conversion 
cost. In the case of the smaller companies it was estimated 
that the reconversion and conversion costs would approxi- 
mate 15% or more of the profits before taxes and 50% or 
more of the profits after taxes. The corresponding per- 
centages applicable to the large companies examined were 
lower, ranging from 9% or more of profits before taxes 
to 29% or more of profits after taxes. Although certain of 
the companies indicated that the present working capital 
of the companies would provide the necessary funds for 
conversion and reconversion, the majority, anticipating a 
need, indicated the use of bank loans to cover the need. 
Of the small companies indicating an estimate of costs of 
conversion and reconversion, 60% had not as yet made any 


Apri 1944. 241 





THE CANADIAN CHARTERED ACCOUNTANT 


provision for the item and only 19% had set up specific 
reconversion reserves. 


Aircraft Production—Volume XXV, No. 12, 15th Febru- 
ary 1944, published by the National Association of Cost 
Accountants, carries an article “Cost Determination in 
Aircraft Production” by Newman L. Smith, in which the 
questions of a suitable method and possible future develop- 
ments of cost accounting for airplane manufacturing com- 
panies are discussed. The various problems existing within 
the aircraft industry which have made the determination of 
costs a difficult task are discussed. These cover the prob- 
lems of forced expansion, mass production, frequent design 
changes, constantly changing production techniques, the 
use of untrained personnel and the lessening in importance 
of the financial executive in management councils. Al- 
though it is pointed out that standard costs under present 
conditions are not possible of attainment in the aircraft 
industry and that actual job costs, although they are bur- 
densome and costly, do serve the purpose where the govern- 
ment is the only customer, it is felt that now is the time to 
set into motion wheels for establishing a sound cost deter- 


mination system. An attempt is made to outline the funda- 
mentals of such a system departmentalized under the 
headings of engineering, tooling, production and service 
and repairs. 


Auditing 

Contract Termination—Statement No. 20 on Auditing 
Procedure, issued in December 1943 by the Committee on 
Auditing Procedure of the American Institute of Account- 
ants and published in the February 1944 issue of “The 
Journal of Accountancy” (13 East 41st Street, New York) 
entitled “Examination of Contractor’s Statements of Pro- 
posed Termination Settlement”, outlines the responsibility 
of the independent certified public accountant to familiarize 
himself thoroughly with the requirements of the govern- 
ment in termination proceedings, and to disclose all material 
facts without fear or favor. In covering specifically the 
responsibility of the independent public accountant, it is 
clearly indicated that “the determination of the amount to 
be allowed the contractor for profit is a matter for negotia- 
tion and it is the view of this committee that the independ- 
ent public accountant should not undertake to pass upon 
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the profit of the contractor’s claim .. . . the independent 
public accountant’s responsibility would seem to be dis- 
charged if his report, together with the contractor’s state- 
ment, contains adequate disclosure of items which should 
be brought to the attention of the contracting officer.” 


ARTICLES 


Contract Termination 


The Baruch-Hancock report on war and post-war adjust- 
ment policies, reprinted in the February 1944 issue of “The 
Journal of Accountancy”, presents certain specific recom- 
mendations on the question of settlement of terminated 
contracts. The report facilitates the establishment of a 
uniform policy and procedure for the future, and optionally 
for existing contracts. The recommendations covering con- 
tract termination covered in the report attempt to meet the 
following requirements: 

1. To assure quick cash pending settlement. 

2. Quick, fair and final settlement through negotiation 
by contractors and procurement agencies. 

3. As a more effective safeguard of the public interest. 

4. Establishment on an operation basis of a joint con- 
tract termination board, within the office of war mobiliza- 
tion, to unify procedures and policies of all agencies. 

5. Spread acceptance by war contractors of the uniform 
termination article for fixed-price contracts. 

6. Spread the handling of sub-contractor claims. 

7. Schools to be set up around the country for training 
government negotiators and contractor representatives in 
the same classrooms. 

8. Prompt clearance of government property from pri- 
vate plants not later than 60 days after the filing of inven- 
tory lists, the manufacturers having the right to remove 
and store the property at their own risk. 

9. The entire termination program to be put into effect 
by the agencies at once to the extent administratively pos- 
sible. 

10. Prompt enactment of legislation to make this pro- 
gram fully effective, including appropriate authority to 
permit company-wide settlements, to the extent found prac- 
ticable. 
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“Under the ‘formula settlement’ costs must be ascer- 
tained; and as a guide to their determination there has 
been provided, in conjunction with the new article a state- 
ment of principles for determination of costs upon termina- 
tion of fixed-price supply contracts in which ‘recognized 
commercial accounting practices’ are the basic standard 
governing admissibility of costs in termination settle- 
ments.” 

Time Saving Practices 


The January 1944 issue of “The New York Certified Pub- 
lic Accountant” (15 East 41st Street, New York) carries 
a report of the Committee on Accountants’ Office Procedure 
on “Time Saving Practices for Accountants’ Offices”. The 
“practices” presented are considered under the subdivisions 
of employment, staff assignments, handling engagements, 
accountants’ reports, payroll procedures and office records. 
Many of the practices discussed have been placed in opera- 
tion in accountants’ offices throughout Canada although the 
degree of application is a doubtful quantity. The sugges- 
tions offered under the subdivisions mentioned above cover 
the employment of young women as junior or semi-senior 
accountants, the preparation of pro forma outlines of reports 
and comments during periods of unassigned time, elimina- 
tion of rotation of staff men, the use of correspondent ac- 
countants to cover out-of-town work, reducing the number 
of copies of reports submitted to each client, substituting 
brackets for red figures, elimination of decimal points and 
cents from financial statements where possible, the use of 
dictaphone equipment in preparing reports and making ex- 
cerpts from long contracts, use of photostating, restriction 
of territory covered in the report, and statements and re- 
views of filing and accounting systems to remove duplica- 
tion. 

Governmental Assets 

A leading article published in “The Accountant” (Lon- 
don) Vol. CIX, No. 3600, 4th December 1943 entitled “Ac- 
counting for the Nation’s Assets”, suggests the creation 
of an “ad hoc” body, strongly representative of the account- 
ancy profession, charged with the duty suggested in the 
report of the select committee on national expenditure for 
“the collection, classification and co-ordination of the in- 
ventories which are now buried in the papers of the 
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property-owning (government) departments.” A general 
outline of the theory underlying the constitution which has 
given rise to the view that all payments are equivalent to 
revenue expenditures providing “it can be brought clearly 
within the four corners of a given vote,” is presented as a 
general background in illustrating the necessity in our 
present war era for a more specific allocation of expendi- 
tures as between the acquisition of assets and merely 
revenue expenditures. In closing it is suggested that “such 
a body might well become a permanent institution, advisory 
in character, with functions extended to the general super- 
vision and co-ordination of departmental accountancy.” 


Statement Analysis 


John N. Myer in an article “Statements Accounting for 
Balance Sheet Changes”, published in the.January 1944 
issue of “The Accounting Review” (Tappan Hall, Ann Arbor, 
Michigan) discusses the preparation of two statements 
which are based on a survey of balance sheet changes—(1) 
a statement accounting for variation in net worth, and (2) 
a statement accounting for variation in working capital. 
“The first statement provides information on the changes 
in the balances of all accounts found in the balance sheet; 
the second statement shows the changes in the currrent 
asset and current liability accounts and explains these 
changes in terms of operations and other factors which 
affect the working capital.” The major portion of the 
article is devoted to practical illustrations indicating the 
procedure to be followed in the preparation of each type 
of statement. In discussing the preparation of the state- 
ment accounting for variation in working capital, a short 
summary is presented of the development of the statement 
from the “where got, where gone” statement through the 
“application of funds” statement to the statement discussed 
in the article. Special attention is drawn to the significance 
of the choice of terms and it is pointed out that inasmuch 
as funds represent “cash or its equivalent” a statement of 
funds cannot be prepared merely from changes in the posi- 
tion of accounts between two closing dates, but “will neces- 
sarily have to be compiled either from an analysis of cash 
receipts and disbursements or from an analysis of the 
accounts”. 
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Governmental Accounting 


H. C. F. Holgate, in an article “National Accounting” 
published in “The Accountant” Vol. CX, No. 3606, 15th Jan- 
uary 1944, presents an outline of the nature of the govern- 
mental budget set up which has been applied for a series 
of years in Sweden in which revenue and expenditure are 
divided into revenue (or expenditure) proper and capital 
revenue (or expenditure). Based on prudent business prac- 
tice, the budget should ensure that all current needs are 
met out of revenue, and loans should only be raised where 
it is desired to acquire an asset that will have the perman-: 
ence at least of the loan. In order to attain this distinct 
separation between current revenue and expenditures and 
capital revenue and expenditures, it is necessary to present 
both the estimates and the budget broken down into similar 
classifications. ‘The current revenue of the state will. of 
course arise both from taxation and from the productivity 
of the assets which the nation has acquired as a result of 
the loans. “As a result of the sharp division between the 
two classes of payments there has been a commendable 
prudence in public finance .. . . the example of Sweden 
shows clearly that national-asset accounting is not an im- 
possibility.” 

Industrial Controllership 


David R. Anderson in an article “The Functions of In- 
dustrial Controllership”, published in the January 1944 
issue of “The Accounting Review” describes the prime func- 
tion of the controller as the preparing and keeping of the 
records of the business and the reporting and interpreting 
of the information which the records contain. This major 
function in turn may be broken down under the sub-func- 
tions of accounting, legal and management, all of which 
stem from the records of the company’s transactions, The 
major function of the controller is that of recording facts, 
but as the volume, variety and complexity of recorded tran- 
sactions and the records themselves have expanded, increas- 
ing emphasis has been placed on the reporting and inter- 
preting function as distinct from the former purely 
recording function. With the advent of an increasing in- 
terest in business by government, another sub-function has 
developed which is growing more significant as the interest 
previously referred to expands. This relatively new sub- 
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function may be classified as legal and covers the field of 
taxation, production, controls, etc., representing a necessary 
liaison between the company’s record of transactions and 
the data which arises from these records required by the 
governmental agencies in administering governmental con- 
trol. Several specific problems are discussed in detail cov- 
ering the questions of the responsibility of controller to 
directors, shareholders and the public, subdivision of re- 
sponsibilities for internal check, responsibility for tax 
returns and government reports, and separation of the 
operating and interpreting aspects of controllership. In 
discussing the responsibility of the controller and the pos- 
sible future of controllership, it is pointed out “that de- 
velopments in the relationship between government and 
business may vitally affect the evolution of the controller- 
ship function, perhaps laying on the controller increased 
responsibilities to government and ‘the public’ as distinct 
from his present responsibilities to management.” 


Tax Administration 
William A. Paton, in an article “Simplification of Fed- 


eral Tax Administration” published in the January 1944 
issue of “The Accounting Review’, discusses the overall 
question of cost of compliance from the standpoint of both 
the taxpayer and the administration. “The total burden 
includes the cost of compliance on the part of the tax- 
payers and the administrative costs incurred by govern- 
ment.” Based upon an assumption that the basic weakness 
in the present tax system is in the “adoption therein of 
the concept of the business corporation as an entity subject 
to taxation and the fact that the tax impost will inevitably 
fall upon the natural person, the suggestion is made that 
the existing dual system of taxing income earned through 
the corporate form of organization be abolished and that 
the present structure taxing the natural person be devel- 
oped to absorb the shock and ensure the maintenance of 
an adequate flow of funds to the treasury.” Two alterna- 
tive methods of moving from the corporation to the share- 
holder as a focus of income taxation are discussed, covering 
first leaving the structure of tax on natural persons. sub- 
stantially as at present except for changes in rates, exemp- 
tions, etc., and treatment of capital gains as ordinary 
income, and second the treatment of the corporation as a 
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partnership for income tax purposes. Each is discussed 
in detail covering the various problems which would be 
encountered under the implementation of either plan. The 
latter portion of the article is devoted to a discussion of 
other complications and distortions peculiar in part to the 
U.S. tax situation. In closing Mr. Paton stresses the neces- 
sity of development from the top down—of more sane and 
discriminating administrative policies. ‘The treasury and 
its staff must get over the idea that making of a host of 
additional assessments constitutes effective operation.” 
Inventories 

Inventory Methods—The February 1944 issue of “The 
New York Certified Public Accountant” carries an abstract 
on “Inventory Methods” in which a series of questions cov- 
ering current inventory problems are set out and answers 
are suggested. In covering the general question of the 
actual taking of inventories at the year end, the statement 
is quoted “Where adequate book records of inventories are 
not kept, the taking of a physical inventory by the client is 
essential to the presentation of satisfactory financial state- 
ments; otherwise relatively unreliable and rough estimates 
of inventories, obtained by the gross profit or some similar 
calculation, must be used. These at best are merely calcula- 
tions of the amount that should be on hand and not a 
determination of what is on hand.” The problem of the 
inclusion of idle plant costs in inventory valuations is raised 
and the suggestions were made that an average cost be 
worked out on the basis of normal operations covering a 
representative period, and that only normal costs be in- 
cluded in the inventory. 

Inventory Valuation—John L. Bubul, in an article “Con- 
siderations in Valuing Physical Inventories” published in 
the February 1944 issue of “The Journal of Accountancy”, 
discusses the specialized inventory problem of inventory 
value of “over-runs” where production is on a “custom” 
basis. The article explains and illustrates how the appl:ca- 
tion of the customary rule of “cost or market, whichever is 
lower” under current abnormal conditions may result in 
an over-valuation of inventory. The suggestion offered is 
“the application of the principle of ‘cost or market, which- 
ever is lower’ in the broadest sense, taking into consider- 
ation the ultimate value of the inventory as derived from 
the contract price of the completed units.” 
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Auditing Punched Card Systems 

W. Deacon in an article “Punched Card Systems in Rela- 
tion to Auditors” published in “The Accountant”, Vol. CX, 
No. 3607, 22nd January 1944, indicates “that the task of 
the auditor and his arduous duties need in no way be in- 
creased by the advent of punched cards but rather that 
the converse should apply, so that the auditor may look 
upon the punched cards as a very willing assistant and 
ally.” The first misconception which is attacked is that 
the punched card is itself a document of audit needing to 
be produced and audited. Special stress is laid upon the 
fact that the cards are merely pieces of mechanism and 
should be viewed as such by the auditor. They merely 
represent a means to an end and the auditor “should not 
allow his attentions or his energies to be distracted by 
paying needless attention to them and their whereabouts.” 
The procedure of “listing out” is discussed which enables 
a detailed composition of “totals” thrown out by the tabu- 
lating machine to-be obtained if this detail is required. In 
closing a brief reference is made to the nature of the in- 
ternal check which the punched card methods impose 


through the establishment of control accounts and the soul- 
less impartiality of the machine. 


WAR ASSETS CORPORATION LIMITED 


An order in council (P.C. 1809) dated 4th March, 1944, 
deals with duties and taxes in respect to crown property 
which is to be sold. The order reads as follows: 


Whereas, under authority of order in council P.C. 9108, dated 
November 29, 1943, a company wholly owned by the government of 
Canada was incorporated under the name of “War Assets Corporation 
Limited’, empowered to hold, manage, operate, dispose of or deal in 
and with surplus Crown assets consigned or transferred to it, from 
time to time, by the governor in council after consideration of reports 
and recommendations with respect to such assets made to him through 
the minister of munitions and supply by the “Crown Assets Allocation 
Committee”, also established by the same order; 

And whereas, while full duties and taxes will have been paid on 
a large proportion of surplus Crown assets prior to the time of their 
transfer or consignment to War Assets Corporation Limited, it is 
probable that a proportion thereof, at the time of such transfer or 
consignment, will still be subject to duties and taxes payable to the 
customs and excise divisions of the Department of National Revenue, 
due principally to: (a) Change of ownership from the government of 
the United Kingdom or the government of the United States of 


Aprit 1944, 249 





THE CANADIAN CHARTERED ACCOUNTANT 


America to the government of Canada; or (b) having been incorrectly 
imported or purchased free from duties or excise taxes; 

And whereas, the minister of national revenue reports that it 
appears obvious that the problems which will confront War Assets 
Corporation Limited in connection with the disposal of the enormous 
volume of surplus Crown assets, including surplus materials, parts, 
instruments, tools, machinery and other equipment from munitions 
plants, will be rendered much more complex and the efficiency of the 
corporation seriously hampered and impaired if it were obliged to 
shoulder the additional burden of checking into the history of each 
article disposed of in order to ascertain whether or not the duties 
and taxes in respect thereof had been fully paid; 

That the moneys obtained from sales of surplus Crown assets by 
War Assets Corporation Limited less the operating expenses of the 
corporation will go into the consolidated revenue fund; and 

That it would appear that, in view of the foregoing and the fact 
that to ascertain the amount of the duties and taxes not theretofore 
paid would entail a great deal of extra work and involve considerable 
additional expense, the special procedure hereinafter recommended 
should be authorized; 

Now, therefore, His Excellency the Governor General in Council, 
on the recommendation of the minister of national revenue, concurred 
in by the minister of finance and the minister of munitions and 
supply, and under authority of the War Measures Act and the War 
Appropriation Acts, is pleased to order and doth hereby order as 
follows: 

(1) Notwithstanding anything to the contrary in any other order 
in council respecting the diversion or disposal of munitions of war 
and supplies, or the provisions of item 708 of the customs tariff, or 
any provision of The Customs Act, The Customs Tariff and the Special 
War Revenue Act, the prices at which surplus Crown assets are 
disposed of by War Assets Corporation Limited, or any agency thereof, 
shall be deemed to include all duties and taxes not theretofore paid 
as well as all duties and taxes which would otherwise be payable 
on such disposal, and the accounting made by War Assets Corporation 
Limited to the governor in council or the appropriate minister of the 
Crown with respect to such disposal shall relieve War Assets Corpor- 
ation Limited, and/or any agency thereof, from the necessity of making 
any accounting to the department of national revenue in connection 
therewith. 

(2) Except as provided in paragraph (1) hereof, nothing in this 
order contained shall affect or alter existing government policy with 
respect to importations and purchases by or on behalf of the govern- 
ment of Canada. 

(3) The term “duties and taxes” as used in this order includes 
customs duties, war exchange tax and sales and excise taxes. 

(4) As and when surplus Crown assets are transferred or con- 
signed by the governor in council to War Assets Corporation Limited 
for safekeeping and disposal, one copy of the transfer or consignment 
invoices, inventories or statements shall be forwarded to the depart- 
ment of national revenue for its records. 





RECONSTRUCTION COMMITTEE’S REPORT 


Reconstruction Committee’s Report 


les report of the Dominion Government’s Advisory 
Committee on Reconstruction, which was published in 
February and which is available at 25 cents per copy from 
The King’s Printer, Ottawa, makes a general survey of the 
economic problems which are expected to arise. There is 
no special study of taxation, but some reference to corpora- 
tions’ reserves and refundable taxes, and to government 
policy in that connection, is made in the extract which is 
printed below. 


Given an expanded capacity for production, an increased number 
of skilled workers, and a strong desire on the part of many individuals 
for additional commodities, it would seem that economic activity 
should expand rapidly on a peace-time basis during the immediate 
post-war years, provided that there is available in the hands of poten- 
tial purchasers a current income (or accumulations from past income) 
adequate to enable them to make their desires effective on the market. 


Unless we are to assume sweeping changes in the economic and 
political philosophy of Canadians, the aggregate supply of spending- 
power and its distribution among the people of this country are 
matters of critical importance to the Canadian economy during the 
immediate post-war period. All of the evidence available at the 
present time suggests a tremendous spending spree, and a serious 
danger of post-war inflation if rapid adjustments are not made to 
changing circumstances by governments and private enterprise. With 
an increase of $1.25 billions in the aggregate supply of currency and 
bank deposits between the beginning of the war and May 31, 1943, 
with more than $1.5 billions of victory bonds in the hands of non- 
financial corporations, and another $2.0 billions in the hands of in- 
dividuals after the fourth victory loan was floated, there obviously 
exists even at the present time a tremendous reserve of spending 
power that can make itself felt in the market for goods as soon as 
hostilities have been concluded. t 

These general figures, although they indicate the magnitude of 
the problem that confronts us, do not tell the whole story. So far 
as the net profits of business are concerned, the greatest increase 
has occurred in the iron and steel industry, the pulp and paper in- 
dustry, the textile industry and general merchandising areas of the 
Canadian economy that were seriously depressed during the period 
prior to 1939—but in almost all lines of activity, although the financial 
Position of the strongest companies shows little or no improvement, 
the increased earnings of weaker companies have raised the average. 
In general, therefore, it would seem that industrial and commercial 
corporations will be in a better position than they were in 1939 to 
obtain from the capital funds market the money needed for conversion 
and improvement projects which they wish to undertake (especially 
if rates of interest continue at the present low level, while the ac- 
cumulation of reserve funds, which indicates a stronger working 
capital position) also tends to provide money for expenditures of this 
kind in certain cases. Even though detailed statistics of these reserve 
funds are not available, it is apparent that the greater part of the 
increase in demand deposits (from $742 million in 1939 to $1452 
million in May of 1943) is represented by accounts with balances in 
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excess of $100,000, most of which presumably represent business re- 
serves. It should also be remembered that something like a quarter 
of a billion dollars is refundable by the Dominion Government to 
business enterprises after the war, on account of excess profits tax, 
and could, if the Government adopted an appropriate policy, be made 
immediately available for reconversion expenditures. On the whole, 
therefore, it would seem that, although business enterprise has not. 
been able to retain earnings on a scale comparable to that which was 
reached during the years from 1914 to 1918, its ability to finance the 
purchase of materials and equipment during the period immediately 
following the present war will be above the level reached in 1939. 


Fiscal Policy 
In a later section headed “Fiscal Policy” the report says: 


Another large element of governmental responsibility concerns 
fiscal policy which should (even during the remaining years of war, 
if that is possible) be reorganized upon lines that will encourage 
initiative and stimulate private investment. In view of the fact that 
this matter has been under careful consideration by the Department 
of Finance and the Bank of Canada, your committee has not conducted 
detailed studies within the field of fiscal policy, but certain general 
principles may be suggested as fundamental to any comprehensive 
policy of reconstruction. 

The tremendous industrial expansion in Canada during the present 
war has been due to the fact that the government has provided much 
of the capital and borne the risk of loss, while the war itself has 
created an insatiable demand for many types of goods. Evidence has 
accumulated, however, to indicate that the present taxes on corporate 
profits, and particularly the excess profits tax, tend to dampen initia- 
tive and discourage investment, effects of considerable importance 
when it is remembered that Canada must rely on private initiative 
for the solution of many of the detailed problems that will arise during 
the years of transition. Although it is universally admitted that a 
very heavy burden of taxation must be imposed upon all Canadians 
during the war, and that post-war levies are likely to be substantially 
heavier than those provided under the fiscal program to which we 
were accustomed prior to 1939, consideration must be given to some 
modification of the present pattern of taxation. In a minor sense, it 
has already been suggested that expenditures incurred at present in 
connection with plans for post-war developments should, in the case 
of all business enterprises, be deducted from earnings within gener- 
ously defined limits, but there are also major segments of the fiscal 
plan in which some modification seems desirable. 

On general principles, it is the opinion of your committee that 
the corporation profits tax should be reduced, and that the excess 
profits tax should be eliminated, at the earliest possible moment. The 
one hundred per cent excess profits tax is, by definition, a device for 
preventing all business enterprises from making additional profits out 
of Canada’s war effort, and nobody has denied the ethical quality of 
that ideal. It is apparent, however, that it removes a large part of 
the incentive to production so that the normal price and profit equili- 
brium of the national economy is replaced by a war-time balance that 
depends upon the vital force of patriotism and the planned curbs of 
governmental regulation. Both of these factors will, your committee 
hopes, be operative during the post-war years, but the operation of the 
profit-motive as an additional force would certainly accelerate the 
reconversion of industry and trade. 
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In the case of the corporation profits tax, the situation is different. 
This tax at its present level does not strangle initiative, but it does 
tend to distribute the burden of taxation in an inequitable fashion. 
The corporation is not a recipient of income, but a channel along 
which that income passes to the shareholders, and there seems to be 
no valid reason (except facility of collection) to justify the double 
taxation of the income received by the holders of corporate securities. 
In the opinion of your committee, the personal income tax is a flexible 
and equitable weapon which is capable of bringing into the treasury 
an adequate revenue, especially in view of the current arrangements 
for deduction at the source of a substantial portion of the tax due 
on curreht income. Moreover, in view of the efficiency with which 
this tax now reaches out to low incomes, your committee feels that 
consumer sales taxes are of doubtful merit and should be carefully 
reconsidered. 

As a corollary to the heavy taxation of individual incomes, the 
treasury would presumably apply some definite limits to the propor- 
tion of its earnings which a corporation might withhold from distri- 
bution—but such regulations should be developed with a view to in- 
fluencing the pattern of private capital formation as well as for 
revenue purposes. From the viewpoint of fiscal policy, such regula- 
tions must ensure that no group of individuals, at any time, can escape 
their just burden of taxation by the device of withholding corporate 
earnings from distribution (and therefore from personal income tax). 
This is a familiar problem that has been studied in many countries, 
so that a good deal of information and experience is available as to 
methods of procedure—but the impact of such fiscal legislation upon 
economic incentive has been less carefully studied. Tentative proposals 
along these lines were made by the Honourable Charles Dunning, as 
Minister of Finance some years ago, and a similar idea underlay the 
derating policies adopted in Great Britain. The “carry-back” pro- 
visions of the revenue acts now in force in the United States also 
deserve study. 

In a nutshell, the proposition can be stated simply. Corporate 
policies of capital formation are motivated by the expectation of net 
earnings, and the amount of taxes that must be paid in the predictable 
future obviously diminishes the net earnings available for distribution 
to shareholders. If the government wishes to stimulate private in- 
vestment, it can do so by reducing the rate of taxation on corporate 
profits and increasing the amounts that may be deducted from cor- 
porate earnings to cover obsolescence and depreciation of plant and 
equipment. If the circumstances of a given period demand that 
private investment be curbed, governmental policy should provide for 
an increase of tax rates and a reduction of depreciation allowances. 

In view of the fact that cyclical fluctuations have for more than a 
century characterized the economic activity of North America, and of 
the extent to which these cycles are related to fluctuations in the 
aggregate volume of capital formation, an elastic policy of taxation 
that takes account of both economic and fiscal factors is vitally im- 
portant to the post-war prosperity of Canada. In round figures, 
Canada must maintain a post-war national income of some $7.5 billions 
a year (at present price levels) if the ideals set forth in this Report 
are to be attained and, from what has been said earlier, it is apparent 
that this demands an aggregate capital formation in the neighbourhood 
of $1.5 billions a year. 
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Post-War Monetary Stabilization 


(Report of a meeting of The Chartered Accountants’ Club of 
Ottawa, by Eric Fricker, C.A.) 


ON January 20th, 1944, Mr. L. Rasminsky, chairman 
(alternate) of the Foreign Exchange Control Board and 
executive assistant to the governors of the Bank of Canada, 
gave the club a very clear outline of the problem of post- 
war monetary stabilization, but wished it clearly under- 
stood that any remarks or opinions were entirely his own 
and in no sense to be regarded otherwise. 

Plans for post-war currency stabilization were put for- 
ward last year by British, United States and Canadian 
experts as a basis for discussion and in each case it is 
assumed that a return to the pre-war system of interna- 
tional currency or lack of system would at least be undesir- 
able. 

Wars inevitably imposé a very great strain on the mon- 
etary mechanism. For a few years after 1918, continental 
European currencies depreciated violently, but during the 
1920’s most of the world returned to the gold standard 
or some form of gold exchange standard. Stabilization, 
however, was not co-ordinated, each country acting inde- 
pendently both as to time and manner, so that the result- 
ant rates bore no reasonable relationship to each other or 
to the internal cost and price structures of the stabilizing 
countries. The consequent pressures largely contributed 
to the breakdown under the great depression in the 1930’s. 
The drastic fall in world market prices of the major export 
crops began the collapse in agricultural countries, which 
were soon joined by the industrial countries. In 1931 
Britain left the gold standard, and in 1933 U.S.A. deliber- 
ately depreciated her dollar. By 1939 the situation was 
mainly one of uncertainty tempered by bilateralism. Ex- 
change controls, blocked balances, clearing agreements, 
multiple currency devices, quantitative trade restrictions 
and excessive trade barriers combined to fractionalize the 
world economic structure, whereby the proceeds of exports 
to any part of the world could be used to acquire imports 
from any part of the world. 

‘Causes of Pre-War Breakdown 
Briefly the causes of the breakdown were: 
1. Lack of co-operation and means of co-ordination. 
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Joint approval of initial exchange rates assures greater 
chance of durability and avoidance of provoking retaliatory 
or offsetting action. 


2. Capital flights. Until confidence is re-established, 
direct controls over disturbing movements of “hot money” 
must be maintained. 


3. The wide fluctuations in world prices of primary 
products and raw materials, and depreciation of currencies 
of exporting countries to protect the income of farmers 
and producers. 

4. Large scale unemployment and no co-ordinated ac- 
tion on an international scale to deal with it. For a country 
to increase employment and incomes in time of depression 
some monetary expansion is essential. This tends to in- 
crease demand for imports, and through its effect on prices 
to reduce exports, unless all countries keep in step. Few 
countries’ international reserves could stand this strain, 
aggravated often by capital flight. Hence other steps, such 
as trade restrictions, exchange control or excessive cur- 
rency depreciation had to be employed. Only short-term 
views were practicable even in spite of anticipated ultim- 
ate loss for all. All three plans provide for the use of gold 
as the most convenient form in which to hold international 
reserves of currency, but many countries have inadequate 
gold reserves and large external liabilities, and few would 
base their domestic financial policies exclusively on their 
gold holdings and undergo the periodic deflations and in- 
flations likely to ensue. 

5. The inconsistency of the commercial and eT in- 
vestment policies of certain creditor countries, particularly 
the U.S.A. The basic facts were ill-understood—that trad- 
ing means buying and selling, the only good debtor is a 
prosperous one and that foreign countries can in the long 
run only pay for imports and service their debts through 
the international movement of goods and services. On 
these bases alone can any international monetary organiza- 
tion succeed. 

From the foregoing, it was perfectly clear, but the 
speaker stressed the fact that currency stabilization was 
only one of many problems of no whit less importance, such 
as political co-operation, commercial policy, international 
investment, and stability of raw material prices. Monetary 


255 











THE CANADIAN CHARTERED ACCOUNTANT: 


arrangements are so important a factor of influence in 
these other problems that they are a good starting point. 
Time was also of vital importance for, if plans were not 
developed and ready, there was grave danger, if not inevit- 
ability, of a repetition of unco-ordinated actions and results 
outlined above. Such a course meant economic warfare 
which, once embarked upon, could not be stopped but only 
end in disaster. It was essential that international liquidity 
and time to re-organize their economies both internally and 
externally be assured all co-operating countries. 
Similarities in the Plans 

The three plans differ in some details but their objec- 
tives are similar and are conceived to be: 

1. To facilitate the carrying out of sound economic 
policies towards high employment and production, to avoid 
embarrassments through initial or temporary shortages of 
foreign exchange but permit long-run views and plans to 
be adhered to: Also to restore a sound balance if disturbed. 

2. To assist the development of healthy international 
trade on a multilateral basis. 

8. To stabilize currencies: at agreed levels and effect 
orderly changes when required. 

Few countries have a more vital interest in the success 
of these objectives than Canada, which is dependent on 
world markets for a large part of its national income. 
Moreover, habitually we buy net heavily from the U.S.A. 
but sell net heavily to U.K. The vital importance to us of © 
multilateral trade is obvious. 


An International Organization 

The plans visualize an international monetary organiza- 
tion whereby exchange rates will be agreed upon or changed 
under a definite procedure, and credits made available, if 
required, in specified amounts and on certain conditions. 
Ordinary exchange business of each country will be con- 
ducted through the usual channels and the international or- 
ganization will deal only with national treasuries and 
central banks. With few exceptions, their points of differ- 
ence are superficial but the similarities are basic. No de- 
tailed comparison of the plans was intended on this 
occasion, and only one or two comments were possible. The 
name of the new international currency proposed was 
“bancor” by U.K., “unitas” by U.S.A., while the Canadian 
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plan merely refers to it as a “unit”. Terms as “waggish 
as wampum” had been offered. The British suggest a 
clearing union with a line of credit for each member, the 
quota being based on its pre-war international trade. As 
required, a country would draw on its bancor account with 
the union and the payee country’s bancor account with 
the union would receive a similar credit. The U.S.A. plan 
is based on a stabilization fund to which each member 
would subscribe capital, partly in gold and partly in its 
own national currency, on a moving quota based on the 
fluctuations in its balance of international payments, its na- 
tional income and foreign exchange holdings. Such quota 
would determine its capital subscription to the fund and 
also its ability to draw from the fund. The identical re- 
sults could be obtained under the U.K. and U.S.A. plans, 
but the latter definitely limits the commitments of mem- 
bers. The Canadian plan therefore followed the latter in 
this respect. 

As to size of the fund, the U.K. quotas could only be 
guessed at perhaps $30 billion, but members would get into 
serious trouble when they had used up 50% of their bor- 
rowing power. The Canadian plan envisaged $12 billion 
with $8 billion capital and $4 billion by way of mandatory 
loans called up as required. The U.S.A. aggregate of “at 
least $5 billion” was felt by Canadian experts as too small. 
While post-war rehabilitation needs were not felt desirable 
to come within stabilization fund’s sphere of activity or 
influence, and some separate arrangements for intermediate 
and long-term international investments were desirable, it 
was safer to exceed possible needed resources than provide 
too few and thus invite disaster. There should be ample 
breathing space for the sake of time and also to prevent 
the danger otherwise of a run on any one particular na- 
tional currency. 


Control of the Scheme 


In the question of control, the original U.S. proposals 
would have given a veto power to some large countries by 
a four-fifths majority vote being required in many import- 
ant decisions. Canadian experts favoured simple majority 
votes, except in a change in the value of gold. However, 
to meet the obvious dangers to large creditor nations, they 
suggest their right. of withdrawal on three months’ notice 
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instead of one or two year’s notice in the U.S. and U.K. 
plans without assuring further responsibilities in the inter- 
val. Under any formula, however, success depends on true 
co-operation. 

It is impossible to give readers the many illustrative and 
explanatory comments so admirably offered throughout 
the address, but perhaps two important ones should be men- 
tioned. In the first place, the cost, if any, under the pooling 
of risk under an international organization of this nature 
would most likely be extremely small as compared with 
those which would probably result if no such plans are at- 
tempted. Secondly, in pure self-interest, not as an-act of 
charity, creditor countries must be prepared to give time 
for payment, and to do so multilaterally through an inter- 
national organization, rather than by direct credits, appears 
to be far superior in method. 

Mr. L. Rasminsky was introduced by Mr. D. Fraser 
Wilson and after a question period a very sincere vote of 
thanks was moved by Mr. C. Brittain. 






















WARTIME SALARIES ORDER 


An order in council (No. 79/1385) dated 3rd March 1944, 
approving a recommendation of the treasury board, reads 
as follows: 


The board recommended that, under and by virtue of the powers 
conferred by the War Measures Act, the following amendments be 
made to the Wartime Salaries Order (P.C. 1549, 27th February 1942): 


1. That paragraph 1(b) of the Wartime Salaries Order be amended 
by inserting therein, immediately after the words “$175 per month” 
the words “or, on and after February 15, 1944, at a rate of less than 
$195 per month”; and 

2. That paragraph 4 of the Wartime Salaries Order be amended 
by adding thereto the following sub-paragraph: “A cost of living 
bonus pursuant to the terms and provisions either of paragraph 2(a) 
or of paragraph 4 of this order shall not be paid to a salaried official 
in respect of any payroll period commencing on or after February 15, 
1944. Where, however, a cost of living bonus has in fact been paid to 
a salaried official in respect of the last payroll period commencing 
prior to February 15, 1944, the amount (or rate) of such cost of 
living bonus may be incorporated into the rate of salary and be paid 
= oa for any payroll period commencing on or after February 
1 ‘ 3 








































OBITUARIES 


Obituaries 


The Late Edward Somerville Read 

The Institute of Chartered Accountants of Manitoba 
regrets to announce the death of Edward S. Read, in Vic- 
toria, B.C., 6th March 1944. 

Mr. Read was born at Lucknow, Ontario, in 1870, and 
educated at Trinity College, Port Hope. His first business 
association was with the London & Ontario Investment 
Company in 1887, by which company he was moved to Win- 
nipeg to be accountant at the Winnipeg branch. This 
company was afterwards merged with the Canada Perman- 
ent Mortgage Corporation, and he remained with this 
corporation as accountant until 1906. 

In that year he, with the late T. Harry Webb, formed 
the firm of Webb & Read, afterwards Webb, Read & Hegan. 
This firm was later amalgamated into the firm of George 
A. Touche & Co., with whom Mr. Read was associated until 
his retirement seven years ago, when he took up residence 
in Victoria, B.C. 

He took an active part in the affairs of the Institute of 
Chartered Accountants of Manitoba and of The Dominion 
Association of Chartered Accountants, being president of 
the former in the years 1923-25, and of the latter in 1926- 
27. In his younger days he was a very active sportsman, 
being at one time tennis champion of Manitoba, Winnipeg 
Lawn Tennis Club and Red River Valley. 

He was possessed of a particularly genial and happy 
personality, which was displayed to the full in his capacity 
as president of the Dominion Association at the 1927 meet- 
ing. 
To Mrs. Read, the children and grandchildren sincere 
sympathies are extended. 


The Late George H. Playle 

The Institute of Chartered Accountants of British Col- 
umbia regrets to announce the death of George H. Playle 
on 18th February 1944 at Ottawa. 

Mr. Playle was admitted to membership in the British 
Columbia Institute in 1911. For many years he resided at 
Nelson, B.C., but later moved to Ottawa, where he acted 
as stenographer at public hearings of the Railway Com- 
missioners of Canada, and as secretary of a Dominion royal 
commission. He continued in the public service up to the 
time of his death. 
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Provincial News 
Saskatchewan 


The monthly dinner meeting of the Regina Chartered 
Accountants’ Club held at the Kitchener Hotel, March 8th, 
was highlighted by the presentation of diplomas to three 
Reginans who were successful in passing the final examina- 
tion for admission to the Institute of Chartered Account- 
ants of Saskatchewan. Of particular interest was the 
presentation to Miss Florence N. Wunderlich, who made 
history by becoming the first woman member of the Regina 
Chartered Accountants’ Club. Miss Wunderlich received 
the Neilson Medal for her outstanding results in the exam- 
inations. The other two new members of the Institute to 
receive their diplomas were D. A. McGregor and P. M. 
Reynolds. 

A very interesting talk on certain phases of municipal 
accounting and auditing was given by L. Jacobs, Director 
of Municipal Auditing for the provincial government. Mr. 
Jacobs’ talk was followed by a discussion period. 

Special guest of the Club at the dinner was C. G. Bry- 
den, secretary of the Saskatchewan Association of Rural 
Municipalities. " 




























Personals 


Arthur A. Crawley and Company, chartered account- 
ants, announce the appointment of Warren D. Myers, C.A., 
as resident partner in charge of their new Montreal office, 
Suite 804, Bank of Nova Scotia Building, 437 St. James 
Street West, Montreal. 













HOW TO FILE YOUR INCOME TAX 


The following advertisement has been placed in the 
Herald Courier, of Bristol, Tenn.: “If the — who stole my 
coat on March 6 will look in the inside pocket of the coat 
and mail my completed income tax return and attached 
cheque to the collector of internal revenue, he can come 
back and I will give him the vest and pants, no questions 
asked.” 
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AN AUDITOR’S REPORT 


AN AUDITOR’S REPORT IN BASIC ENGLISH 


A contributor to “The Journal of Accountancy” has 
tried his hand at an auditor’s certificate in basic English 
—the 850-word language which is proposed as a world- 
wide medium of communication. Here is the result: 


We have gone over the money statements of the XYZ Corpora- 
tion as of December 31, 1943, including the statement of things it 
has and accounts others have against it at December 31, 1943, and 
the statement of profit and loss for the year then ended; have given 
attention to the system of accounting control and the accounting 
processes of the Company and, while not taking a complete look at 
all the transactions, have seen or made tests of accounting records 
of the Company and other supporting things, in ways and as much 
as seemed to us right. Such going over was made under generally 
right ways of doing such things, with all the processes that seemed 
to us necessary. 

In our opinion, this statement of things it has and accounts others 
have against it and this statement of profit and loss give a right 
view of the money position of the XYZ Corporation at December 31, 
1948, and the effects of its operations for the year ended on that day, 
under generally kept up laws of accounting done in a way that is 
in agreement with that of the year before. 


THE SELF-LIQUIDATING CHEQUE 


Even an auditor will be loathe to believe it, nevertheless 
its true, according to The Evening Telegram of Toronto, 
in a despatch from the town of Shelburne, Ont. The local 
business man who tells it on himself would rather his name 
weren’t mentioned. 


A customer walked into his shop the other day and enquired the 
size of his account. It was over $100. “Give me a blank cheque,” 
he asked. 

The customer made out the cheque in favor of the merchant, 
but—signed the merchant’s name to it instead of his own. The slip 
of paper went into the firm’s till, a receipt was issued and the 
customer left. 

Two days later the proprietor, needing cash, took the cheque from 
the till, turned it over, endorsed it, took it across the street to his 
bank. 

The teller paid out the cash. 

Still later the merchant took his pass book to the bank to be 
marked up to date. Back in his office he checked over the entries. 
“What is this debit for over $100?” he asked himself, and thereupon 
hied him to the bank to demand the cancelled cheque. 

It was duly forthcoming and examined—to the chagrin and sur- 
prised enlightenment of all concerned. 

“The customer was perfectly innocent,” related the merchant. 
“He paid the bill out of his own account next time, though.” 
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NOTES AND COMMENT 


Partnership presents interesting (if abstract) problems 
for the accountant. Some of these have their origin in the 
fact that while an incoming partner shares in the recorded 
assets in the capital ratio he shares in any assets which are 
not on the books (and in any error of valuation of recorded 
assets) in the profit ratio. Suppose that O is in business 
with the following balance sheet and that on the basis of 
that balance sheet he offers N a one-half interest in capital 
and a one-third interest in profits for $6,000. 


Balance Sheet of O 


Assets (not including | SP eee re es $10,000 
BOND © de cksssdiseiss $10,000 

























Since N on admission is to acquire a one-third interest in 
profits he will acquire a one-third interest in any asset 
which O’s business possesses but which is not shown on 
its books (because any value possessed by such an asset 
represents a profit when it is brought on to the books or 
realized upon). Hence N is paying $5,000 for a one-half 
share in capital (the recorded assets) and $1,000 for a 
one-third share of goodwill (the unrecorded asset). The 
agreed value of goodwill is therefore $3,000. 
The balance sheet of the new firm will appear: 
Balance Sheet of O and N 


Assets (not including Capitals—O $5,000 
MOREANED oxiadncsaccone $10,000 N_ 5,000 $10,000 



























or, if goodwill is now brought on to the books the balance 
sheet will appear: 







Assets (not including Capitals—O $7,000 
MEIER onc cde veand $10,000 N_ 6,000 $13,000 
SENEN Sapien ccnssiee ou 3,0 


















But if O brings the goodwill on to his books before he 
admits N as a partner he will have to modify the terms he 
offers to N because N will then acquire an interest in good- 
will in the capital ratio and not in the profit ratio as above. 
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These new terms will be an offer to sell a one-half interest 
in capital and a one-third interest in profits for $6,500 and 
the resultant balance sheets will be: 


Balance Sheet of O 


Assets (not including Capital—O $13,000 
goodwill) 
Goodwill 


Balance Sheet of O and N 
Assets (not including Capital—O $6,500 
goodwill) N_ 6,500 
Goodwill 


* 


An offer of the type discussed above is made by the 
owner of an existing business when the owner wishes to 
reduce his stake in the business by realizing upon a part 
of it. The price he receives for the share which he is selling 
goes into his separate estate and never appears on the 
books of the new firm. If the existing business is expand- 
ing and in need of further capital the owner will make an 
offer to the newcomer to admit him as a partner in con- 
sideration (a) of his introducing a specified sum as his 
capital, and (b) of his paying the owner cash for any un- 
recorded assets in which he will acquire an interest by 
admission as a partner (ascertained by applying the new- 
comer’s profit ratio to the amount of such assets). Thus 
on the basis of the first balance sheet given above (with 
goodwill unrecorded but agreed at $3,000) O might make 
an offer to admit N as a partner with one-third interest in 
profits on the terms that N should introduce any specified 
sum (say $5,000) as his capital and that he should pay to 
O the sum of $1,000 being one-third of the agreed value 
of the goodwill. As N is being admitted to partnership for 
the purpose of expanding the business, O would undertake 
to leave this $1,000 in the business and the resultant balance 
sheet of the new firm would be: 


Balance Sheet of O and N 


Assets (not including Capitals—O $11,000 
goodwill) N_ 5,000 $16,000 
Cash introduced by N .... 6,000 


The equity of this offer and the correctness of the ac- 
counting procedure can be proved by bringing goodwill 
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on to the books and so demonstrating that the total equities 
of O and N are equal to their respective holdings before 
they entered into partnership, viz.: 


Balance Sheet of O and N showing Goodwill 


Assets as above $16,000 Capital—O $13,000 
Goodwill N_ 6,000 


* * He 


PROBLEMS AND SOLUTIONS 
THE PROVINCIAL INSTITUTES OF CHARTERED ACCOUNTANTS 


Solutions presented in this section are prepared by practising 
members of the several provincial institutes and represent the personal 
views and opinions of those members. They are designed not as models 
for submission to the examiner but rather as such discussion and 
explanation of the problem as will make its study of benefit to the 
student. Discussion of solutions presented is cordially invited. 


PROBLEM I 
INTERMEDIATE EXAMINATION, DECEMBER, 1943 
Accounting I, Question 1 (20 marks) 


Retailers Limited have two branch stores, Nos. 1 and 2, which are 
supplied with merchandise at cost by the head office. Head Office 
pays all expenses; the branches keep sales ledgers and controlling 
accounts and remit all cash to head office daily. 

The following figures have been extracted from the returns made 
by the branches and from the books of head office for the year 1942: 


Store Store 
No. 1 No. 2 


Accounts receivable, 1st January 1942 $15,000 $12,500 

Inventories, lst January 1942 ; 

Sales—credit 0 50,000 
cash 

Sales returns 

Cash received from customers 

Drafts drawn on customers 

Drafts drawn on customers—dishonoured 

Bad debts written off 

Merchandise from head office 

Expenses—direct 

Inventories, 31st December 1942 

Distribution of head office overhead 


Required: 


Prepare: 
(a) Trading and profit and loss statements for each branch for 
1942. 


(b) Sales ledger control account for each branch. 
(c) Branch current accounts in head office books. 
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SOLUTION 
RETAILERS LIMITED 


(a) TRADING AND PROFIT AND LOSS STATEMENTS FOR 
THE YEAR 1942 


BRANCH STORES NOS. 1 AND 2 
Store No. 1 Store No. 2 


Sales—Cash $48,000 $50,000 
—Credit 22,500 $70,500 45,000 $95,000 


Less Returns 400 500 


70,100 94,500 
Deduct Cost of sales 


Inventory, 1st January 1942 .. 10,000 9,500 
Purchases 45,000 56,000 


55,000 65,500 


Less Inventory, 3lst December 
12,500 42,500 7,500 58,000 


Gross profit 27,600 36,500 


Deduct 


Expenses—Direct 20,000 
Proportion of head office over- 
head 5,000 


Bad debts written-off 500 «25,500 


Net profit for year 1942 $11,000 


(b) SALES LEDGERS CONTROLLING ACCOUNTS 
Dr. Cr. Dr. Cr. 

Balance, Ist January 1942 $12,500 

Credit sales 50,000 

Cash received $42,000 
Drafts drawn 5,500 
Drafts dishonoured 500 

Sales returns 500 
Accounts written-off 500 
Balance, 3lst December 1942 16,000 14,500 


$64,000 $64,000 $63,000 $63,000 


(c) BRANCH CURRENT ACCOUNTS 
Dr. Cr. Dr. Cr. 
Balance, Ist January 1942—as repre- 
sented by: 
Accounts receivable $15,000 $12,500 
Inventory 10,000 9,500 


Merchandise shipped 45,000 56,000 
Expenses 15,000 20,000 
Proportion of head office expense .. 4,000 5,000 
' Cash received (Cash sales and net 
customers’ credits) $68,500 $92,000 
Profit for year 1,000 
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Balance, 3lst December 1942 as rep- 
resented by: 
Accounts receivable 16,000 14,500 
Inventory 12,500 7,500 


$97,000 $97,000 $114,000 $114,000 


PROBLEM II 
FINAL EXAMINATION, DECEMBER, 1943 


Accounting I, Question 1 (20 marks) 


The Simple Way Manufacturing Company Limited has entered 
into an agreement with a firm of investment dealers to refinance its 
funded debt and bank loans. The underwriting agreement provides 
that: 

(1) The company will apply for supplementary letters patent 

authorizing a change in its capital structure as follows: 
Presently Presently To be 
authorized outstanding authorized 
5% preferred shares of $100 each .. 50,000 
Common shares of $100 each 10,000 10,000 25,000 

(These were granted on 10th November 1943) 

(2) The company will call for redemption its presently out- 
standing 5% bonds at a price of 103. 

(3) The company will issue to the investment dealer 30,000 of 
its new preferred shares at par. 

(4) The company will issue to the investment dealer new 3% 
serial bonds maturing $150,000 on 1st January each year 
from 1945 to 1954 inclusive at a price of $95 per $100 bond. 

(5) The present bank loans will be repaid from the proceeds 
of the sale of the new securities. 

Legal, audit and trustee expenses of the refinancing are estimated at 
$50,000. These expenses, the premium on redemption and the discount 
on the new issue are to be written off against earned surplus. 

The balance sheet of the company at 31st October 1943, before 
giving effect to the refinancing, may be summarized as follows: 


Assets Liabilities 

Accounts receivable ..$ 3,000,000 Bank loans (secured) .$ 2,000,000 
Inventories 2,500,000 Accounts payable 500,000 
Fixed assets—cost .... 7,000,000 Taxes payable 700,000 
Prepaid expenses 200,000 Reservefor depreciation 3,000,000 

Bonds payable 5% due 

1946 
Capital stock 
Earned surplus 3,500,000 


$12,700,000 $12,700,000 


Required: 

Assuming that you have examined the above balance sheet and 
are satisfied that it exhibits a true and correct view of the state of 
the company’s affairs, prepare for inclusion in the prospectus a pro 
ooo sheet as at 31st October 1943 after giving effect to the 

nancing. 
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SOLUTION 
THE SIMPLE WAY MANUFACTURING COMPANY LIMITED 
PRO-FORMA BALANCE SHEET 
AT 31ST OCTOBER 1943 


After giving effect to— 
1) The granting of supplementary letters patent on 10th Novem- 
ber 1943 altering the company’s capital. 
2) aoe redemption at 103 of presently outstanding 5% bonds pay- 
able. 
3) The issue and sale to A. Investment Dealer of— 
$1,500,000 3% serial bonds maturing 1945-54 at a price of 
$95 per $100 bond. 
30,000 5% preferred shares of $100 each, at par. 
4) The repayment of the company’s bank loans. 


$ 315,000 
Accounts receivable 3,000,000 
Inventories 2,500,000 $ 5,815,000 


$ 7,000,000 
Less reserve for depreciation 3,000,000 4,000,000 


Prepaid expenses 200,000 


$10,015,000 


Accounts payable $ 500,000 
Taxes payable 700,000 $ 1,200,000 


3% Serial bonds due $150,000 annually, ; 

1st January 1945 to 1954 1,500,000 
Capital— Z 
Authorized— 

Preferred 50,000 shares of $100 each $5,000,000 

Common 25,000 shares of $100 each 2,500,000 


$7,500,000 
Issued and fully paid— 
Preferred 30,000 shares $ 3,000,000 
Common 10,000 shares 1,000,000 
Earned surplus 3,315,000 7,315,000 


$10,015,000 
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